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Our Cover 


Thomas J. Lynch, whose picture is fea- 
tured on our cover, has been appointed Act- 
ing General Counsel of the Treasury. He 
replaces Joseph J. O’Connell, who resigned 
August 1, 1947. 


Mr. Lynch practiced law in Toledo, Ohio, 
from 1925 to 1934, when he accepted an ap- 
pointment as Assistant General Counsel 
with the Securities and Exchange Commis- 
sion. In 1939, he was appointed Special 
Assistant to the Attorney General. From 
1940 to 1943, he served with the War Pro- 
duction Board and its predecessor agencies 
in the capacity of Assistant General Coun- 
sel. He was appointed Assistant General 
Counsel for the Treasury in 1943. 


Withholding 


The Congress, just adjourned, cut the 
appropriation request of the Bureau of In- 
ternal Revenue to such an extent that there 
has been drastic reduction in Bureau per- 
sonnel, both in the agent’s office and in the 
collector’s office. This reduction, as pointed 
out in this column recently, has brought 
much caustic comment from the press of 
the country and from a few of the congress- 
men themselves. The Bureau is holding on 
to those other thousands of collectors who 
assist it in collecting about half of the $18 
billion received from individual taxes in a 
year. These are the employers—employers 
who, under the withholding system, are serv- 
ing, in a manner of speaking, as collectors 
of internal revenue. 


Withholding, as we now know it, came 
into existence under the Revenue Act of 
1943, sometimes called the Pay-As-You-Go 
Act. But this is not the first use of this 
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sort of a system in this country. The first assessor Ca 


time that income taxes were withheld from 


employees’ checks, was during a war period Atter mn 
too—the Civil War. pie 
sto whe 
The Civil War withholding system is not, applicable. 
in strict terms, a counterpart of the present time that t 
modern method; there are some differences proper dis 
that the tax man will find humorous and been voted 
amateurish when read between the lines off and, being 
the Sixteenth Amendment. For several 
years after the inauguration of the present These " 
system Uncle Sam had trouble collecting § '¢% T 
the income tax on some federal salaries, and J! POU" 
was forced to enact a supplementary law to J temoder 
plug this loophole. Contrast this with the $16,181 : 
withholding system used in 1862, which re- $1,705,124 
quired the deduction and withholding of af} Withho 
three per cent tax on all salaries and pay- J ployees o 
ments of every kind over the sum of $600 to} (Civil Wa 
persons in the civil, military, naval or other } for our m 
employment or service of the United States. } jolding h: 
This included the salaries of senators and } for many 
representatives. nonreside 
Signing the pay book has always meant bonds. 
a great day in the Army, but in Lincoln's — . 
Army some of the joy was taken away by td 
the paymaster’s role of tax collector. Whether ¥ taxe 
this reflected the low esteem in which the rey’ 4 
Civil War Congress held the soldier and the J * at its 
payroller, it is hard to say. But at least col- ths - 
lecting a tax only on federal payroll disre- warn 
gards a theory that was quite a pet some mia 


years back—that since federal salaries were 


: : : rartment 
paid from taxes, it was silly to tax them. 


the adde 
records 
The cos 
though j 
the adde 
an inter 
course, 1 
One ad 


smaller 


Washin 


The 1862 law used the phrase “salaries 
and payments of every kind,” and the latter 
part of this phrase—“payments of every 
kind”—caused the Navy more trouble that it 
did the Army. The Navy of that day had 
quite a lucrative income from the sale of 
prizes captured from blockade runners. 
The prize money was split between the 
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sand the crew. However, since this 
division of money was not handled through 
a paymaster, there was no withholding and 


, collector of internal revenue could only 


on the dock and shout warnings to the 
sailors that they would be required to render 
the money for the purposes of the tax when 
the annual assessment was made. V ery 
fikely 2 lot of this prize money escaped in- 


come tax. 


This is not to say that the Army was any 
morehonest with the collector than the Navy 
was. There are stories of the capture of 
thousands of bales of cotton, as the North- 
emarmies moved south, that brought $1.20 
per pound in the Northern markets. Appar- 
ently, it was just as easy for the Army to 
overlook the income from prizes when the 
assessor came around. 


After the war, officers were given a bonus 
oithree months’ pay, and the question arose 
asto whether or not the salary taxes were 
applicable. The Commissioner ruled at that 


proper disbursing officer as the bonus had 
been voted for “services gallantly rendered” 
and, being for services, was taxable. 


These withholding taxes were not produc- 
tive of revenue as compared with the bil- 
lions poured into the Treasury today under 
themodern system. The Treasury collected 
$696,181 in the first year, 1862-1863, and 
$1,705,124 in the next year. 


Withholding from the salaries of em- 
sloyees of the federal government in the 
Civil War period is the earliest precedent 
for our modern withholding system. With- 
tolding has been used in the modern tax law 
or many years on the income payments to 
nonresident aliens and on tax-free covenant 
tonds. In 1935 the social security system 
vecame the forerunner of the present system 
whereby all employers are required to with- 
old taxes and remit them to the Treasury. 
Many a business firm feared at that time 
that its accounting department might out- 
grow its production department, so great 
was the general objection to saddling the 
‘ployer with this job. It is true that the 
ersonnel of almost every accounting de- 
artment has been increased to accommodate 
he added work of keeping the necessary 
records for proper deduction of the tax. 
the cost of this work is considerable, al- 
‘tough it is not possible to estimate exactly 
he added cost of the employer’s becoming 
in internal revenue collector. The cost, of 
course, varies with the number of employees. 
One advantage that has accrued to the 
smaller firms particularly is that they have 
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been forced to become more conscious of 
proper accounting records and generally to 
keep their entire system of business account- 
ing in a much better manner than they did 
prior to 1935. 


The practice of withholding from “wages” 
for the purpose of the income tax began with 
the Victory Tax in January, 1943, and was 
later replaced with the provisions of the 
Current Tax Payment Act. 


As contrasted with the Civil War style 
present withholding is upon “wages—all re- 
muneration—for services performed by an 
employee for his employer including the 
cash value of any remuneration paid in any 
medium other than cash.” This definition 
of wages is very similar to that contained 
in the Social Security Act. Withholding 
does not apply to services performed as a 
member of the armed forces. In the event 
of doubt as to whether a certain kind of 
payment is subject to the withholding pro- 
visions of the law, the key phrase is “for 
services performed by an employee for his 
employer.” This all-embracing phrase 
covers every sort of gratuity, bonus, etc.; but 
in spite of its clearness, a number of inter- 
pretations have been required of the phrase. 
The Christmas bonus, which is in fact a 
profit-sharing bonus, is subject to withhold- 
ing. So are prizes awarded in sales contests, 
or for perfect attendance. In any distribu- 
tion of stock, however, the test is whether 
the distribution is a dividend or compensa- 
tion. If it is the latter, a withholding must 
be made on the fair cash value. 


Tips paid by the customer to the employee 
which are not accounted for to the employer 
are not subject to withholding because that 
payment is made by the customer and not 


by the employer. Supper money is gener- 
ally not subject to withholding. Nor are 
the drawing accounts of partners, as the 
partners are themselves the employers. Dis- 
counts allowed employees and members of 
their families on purchases in the stores of 
the employer are not considered a part of 
the employees’ remuneration. Vacation pay 
and dismissal payments are subject to the 
law. Back-pay awards are wages and as 
such are subject. 


A problem which has given considerable 
trouble arises in connection with the hiring 
of part-time employees, particularly students 
working during the summer, when it is known 
that their total wages for the summer will 
not be more than the $500 personal exemp- 
tion of the employee. In this case the 
employer can do nothing but make the de- 


771 












































































Cities and States Using Withholding Method 





















| OO t 
State or City; Of Whom Required Rates and Exemptions Due Dates 

oo ee Nonresident employees. . Tax rates applied to payments | 
in excess of personal exemp- | 
tions and credit for de- 
pendents.” Feb. 15 

Ind. Nonresident employees.. | 1% in excess of $1,000........ | Jan. 31 

Babe.” teins wets Nonresident employees.. | 2% of salaries over $1,500 and 
5% over $4,000............. Mar. 31 Mi 

| ee Nonresident employees. . | Tax rates applied to payments ex- | 
ceeding allowable tax credits.’ | Jan, 31. 

Md. Nonresident employees.. | To be determined by Comp- 
troller * Sree 

i. i: re Nonresident employees.. | Tax rates applied to wages (less | 
10% thereof but not more 
than $500) in excess of per- 
sonal exemptions.‘ Feb. 15. 

Vt. ......... | Nonresident employees... | Tax rates applied to wages (less ¥ HOI 
10% thereof) in excess of per- “every 
sonal exe ions. : 

xemptions Feb. 15. snow b 

Philadelphia All employees......... | 1% of wages or compensation | 15th of each § of synthe 
| month and § When Go 

Feb, 28. Act 317 0 

Toledo All employees 1% of wages and compensation | On last day of - pe 
| month after § ‘#¢ Df 

each quarter § ud pers« 

| and Jan, 31. J problems 

' nately, ill 

1 Tax rates for 1947 are 1% on first $10,000 ‘Tax rates are 2% on first $1,000 graduated me U. 

graduated to 6% on income over $30,000. Per- to 7% on income in excess of $9,000. A 50% § \: > 31 

sonal exemptions for 1947 for single persons, reduction in this rate was granted for 1945 and § [CCH D: 

$3,000; for married persons or head of family, 1946. Personal exemptions are $1,000 for single Bel 

$4,500; for each dependent, $400. persons, $2,500 for married persons or head of peiore 

2 Tax rates are 2% on first $3,000 graduated family and $400 for each dependent. property 
to 5% on income over $5,000. Credits granted : i popped: 
against the tax are $20, for individuals; $50, * Withholding in Vermont not effective until } "tf" = 

for married persons or head of family; $10, for January 1, 1948. Tax rates 1% on first $1,000 | come t 

each dependent. graduated to 4% on income over $5,000. A $500 } closet ra 

3 Personal exemptions are $1,000 for single exemption is granted for the taxpayer and for } {ore 192 

persons, $2,000 for married persons and $400 for each dependent. US. v 

each dependent. rae, 

dating 

missioner 

; : that 323 U. 

duction, and the employee will have to apply system of more than half of the states that i Ri 

for a refund. it is doubtful that this ground would hold. hace 

: There has been relatively little dishonesty J 

The use of the business owner as a tax ig tig 2 ter of ould | 

eaten 2 : Soe on tie Seeeek 1 on the part of the employer in the ma sida 
pesartegpunlbiing T ee se va ane remitting the taxes collected either to the }°~ 

come tax. ne states use him to collect state o- to the federal government. And The . 


their sales taxes. In California, after the 
passage of the first sales tax act in that state, 
it was urged that the merchants could not 
act as collectors of state taxes since they 
were not bonded, as is required of tax col- 
lectors. This fact was to be the basis of a 
test of the constitutionality of the statute. 
The suit never came off, however; and the 
sales taxes are so ingrained in the revenue 
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this can be attributed more to the honesty } tornia < 
of the American businessman than to his interest 
fear of his government. The great majority § the hus! 


of cases where taxes have not been remitted 
are to be found in the fields of the social 
security and sales taxes among the small 
merchants—in businesses which were started 
on a shoestring and which, when the end of 


(continued on inside back covet.) 
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Michigan’s Community Property 


Tax Problems 


By GEORGE 


NY HOLLYWOOD the complaint that 
“everybody wants to get into the act” 
is now being aimed at the recent rash 
of synthetic community property states. 
When Governor Kim Sigler signed Public 
Act 317 on July 1, 1947, Michigan became 
the twelfth state to have “a community 
etate between husband and wife in real 
aid personal property.” The federal tax 
problems generated by this act are, fortu- 
nately, illuminated by a host of decisions 
irom U.S, v. Robbins [1 ustc § 154], 269 
U. §. 315 (1926), to Ernest W. Clemens 
CCH Dec. 15,559], 8 TC 121 (1947). 


Before the ink on Michigan’s 
property act was dry, the $64 question was 
popped: Will this act qualify for federal 
income tax purposes? Skeletons in the tax 
loset rattled audibly: California’s act (be- 
ore 1927 doctoring) was “struck out” in 
V. S. v. Robbins, supra, and Oklahoma’s 
dating from 1939) “bit the dust” in Com- 
missioner v. Harmon [44-2 ustc $9515], 
123 U. S. 44 (1944). Agile draftsmanship 
mn Lansing has, apparently, skirted these 
“boners” and delivered a document which 
should pass the test with flying colors—by 
present standards, 


community 


The Robbins case rejected the old Cali- 
orma act on two grounds: (1) the wife’s 
ierest was a mere expectancy, and (2) 
he husband’s control justified taxing all the 


The author is a member of the 


WEISBARD 


income to him. While both grounds of the 
Robbins decision were said to be of equal 
validity (Commissioner v. Cadwallader [42-1 
ustc { 10,173], 127 F. (2d) 547 (CCA-9, 
1944)), nevertheless, in Poe v. Seaborn 
{2 ustc J 611], 282 U. S. 101 (1930), the 
Washington statute was approved, because 
there the wife has a present interest as a 
co-owner in the community property, and 
the question of control was ignored. Other 
cases reiterated the theory that taxation 
follows ownership and ownership is deter- 
mined by local a Goodell v. Koch [2 ustc 
7 612}, 262 U. 118 (Ariz. 1930); — 
v. Bacon [2 cae 1613], 282 U.S. 122 (Tex 
1930); Bender v. Pfaff [2 ustc J 614], 282 
U. S. 127 (La. 1930); U. S. v. Malcolm 
[2 ustc J 650], 282 U. S. 792 (Calif. 1931). 


Oklahoma’s act of 1939 missed the boat 
by its elective or “consensual” feature. The 
option to take it or leave it alone, made 
Oklahoma’s abortive community property 
act obnoxious to the majority of the Su- 
preme Court. Harmon, supra. The Court 
indicated that the federal tax benefits are 
obtainable only when the community is 
made an incident of matrimony by the in- 
veterate policy of the state. After revision 
along these lines in 1945, the community 
property act of this state (thereafter called 
“Oklahoma!” by its “tax-happy” citizens) 
duly received the Bureau’s blessings in I. T. 
3782, 1946-1 CB 84. 
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certified public accountant of Michigan, Illinois, New York and Cali- 
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Tests Applied 


The standards derived from the fore- 
going analysis are satisfied by the Michigan 
Community Property Act in the follow- 
ing respects (section references are to the 
Michigan act): 


1. The expectancy error of Robbins was 
obviated by providing that the respective 
interests of the husband and wife in all 
community property shall be “present, 
existing, and equal interests.” (Section 4.) 


2. The rejected elective feature of Harmon 
is omitted, and the act specifys that the in- 
terests of the spouses in community prop- 
erty “shall arise as an incident of marriage.” 
(Section 4.) 


3. The question of control posed by num- 
erous cases (upon which question the fu- 
ture destiny of community property tax 
benefits will probably be based) has been 
adequately anticipated as follows: 


(a) Neither spouse may make a gift of 
community property without the other’s 
consent. (Section 6(c)(2).) 


(b) Neither spouse may dispose of or en- 
cumber community property without ade- 
quate consideration unless the other spouse 
consents. (Section 6(c)(2).) 


(c) Neither spouse may devise or bequeath 
more than one half of the community prop- 
erty. (Section 6(c)(4).) 
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(d) Each spouse must deal with con 
munity property in good faith for the ies 
fit of the community. (Section 6(c)(5).) . 

(e) Upon the death of either s 
or her interest is subject to tes 


With comp 
1947 tax Ta 
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tamentary 


disposition by such spouse or passes by law Taxable 
of intestacy. (Section 13(a).) income 
(f) The husband or wife can borrow for} $ 5,000 
community purposes and bind the com- 10,000 
munity. (Section 9(c).) 20,000 
(g) If either spouse acts in contravention 40,000 
of the other’s interest, the aggrieved Spouse 50,000 
has a remedy in court. (Section 6(c).) 100,000 
200,000 


Domicile Essential 
1947 Pro 


The effec 
munity Pro 
9), and th 
(Section 1 
Michigan h 
947 incom 


Residents of other states with business 
employment or summer homes in Michigan 
will ask whether they may “cut themselves 
a piece of cake” by filing returns with the 
Collector of Internal Revenue for the Dis. 
trict of Michigan. The answer is “No,” To 
obtain the tax benefits granted by the sta- 





tute, the spouses must be domiciled jn } July 1, 194 
Michigan. June 30, 19 

This result derives from Section 15 of the § de reportec 
Michigan act, which has these ingredients; § This req 


reference 
was acquit 


(1) the act applies to personalty, wherever 
situated, acquired by husband or wife while 


domiciled in Michiean; (2) it covers Mich- § £9309], 11( 
igan realty of a husband or wife while dom- § de. 311 l 
iciled in the state; and (3) any property, § ‘aquired” 
wherever situated, acquired by a husband § payer's acc 
or wife while not domiciled in Michigan is § the doctrir 
outside the act. in numeror 

Although the determination of domicile wste f 927" 
is a mixed question of law and fact, its § Febru 
solution rests largely on intention. Roser- alary is t 
berg v. Commissioner, 37 F. (2d) 808 (CA of § "spective 
DC, 1930); Samuel 1”, Weis [CCH Dec. | msioner | 
8526], 30 BTA 478; G. C. M. 20995, 193-1 (CCAS, 1 
CB 243. ays befo 

The taxpayer’s intention must be evidenced eg oy 
by affirmative acts respecting principal res: ne a 


dence, business activities, club and fraternal 
memberships, voting records, church and 
charity affiliations, filing returns, local ta 
payments, draft registration and abandon- 
ment of prior domicile. Hugo von der Hellen ° 
[CCH Dec. 15,329(M)], 5 TCM — (1946); 
Pietro Crespi [CCH Dec. 11,845], 44 BIA 
670: Sampson v. U. S. [45-2 uste { 9421], 6 
F. Supp. 624 (DC Calif., 1945); Samuel W. 
Weis, supra, remanded on stipulation % RF 
(2d) 1022 (CCA-5, 1937). 
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Amount Saved 
If a taxpayer is in the charmed circle ot 
an approved community property state, how 
. much federal income tax can be saved: 
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With computations based on the present 
1947 tax rates and exemptions, a married 
couple with no dependents would benefit to 
the following extent: 
Taxable “New” Tax 
income tax saving 
¢ 5,000 969 $ 76 
” 10,000 2,090 418 
20,000 5,016 1,881 
30,000 8,987 3,752 
50,000 19,285 6,194 
100,000 50,958 12,996 
200,000 127,908 21,071 


1947 Proration 


The effective date of the Michigan Com- 
munity Property Act is July 1, 1947 (Section 
0) and the act cannot operate retroactively 
Section 17). Accordingly, residents of 
Michigan have the problem of dividing their 
{7 income into the amount earned before 
Iuy 1, 1947, and the amount earned after 
Tune 30, 1947, as only the latter amount may 
be reported on the community basis. 





This required proration must be made by 
rlerence to the date on which the income 
was acquired. Rogan v. Delaney [40-1 ustc 
$9300], 110 F. (2d) 336 (CCA-9, 1940); cert. 
den, 311 U. S. 660 (1940). The key word 
“aquired” is not dependent on the tax- 
payer's accounting basis but is governed by 
the doctrine of inception of rights as applied 
innumerous decisions. Asher v. Welch [39-1 
wste $9279] (DC, Calif., May 24, 1938; sup. 
. February 24, 1939). Thus, an annual 
alary is to be apportioned according to the 
respective time periods. Wrightsman v. Com- 
msstoner [40-1 Ustc J 9377], 111 F. (2d) 227 
CCA-5, 1940). As the year 1947 had 181 
ays before July 1, a rational allocation 
would be 181/365 of the annual salary to 
the period before July 1, 1947, and 184/365 
tothe second period. I. T. 3792, 1946-1 CB 
6, ruled that for a husband and wife dom- 
tiled in Hawaii who reported on the cash 
hasis, compensation for services rendered 
ior to the effective date of the Hawaiian 
ct was taxable as separate income, even 
‘ough received on or after the effective 
ate. See also IV”. L. Honnold, [CCH Dec. 
837], 36 BTA 1190; and Fooshe v. Com- 
msstoner [43-1 ustc J 9230], 132 F. (2d) 686 
CCA-9, 1942). 


Income of an unincorporated business of- 
‘Ts a special apportionment problem in the 
“ence of figures permitting an accurate de- 
ermination of pre-July 1, 1947 earnings on 
the basis of actual facts, including an in- 
‘entory on June 30, 1947. It is suggested that 
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the pattern set forth in the regulations pro- 
mulgated under Code Section 711(a)(3)(B), 
if followed faithfully, should be acceptable 
to the Bureau of Internal Revenue. Section 
35.711(a)-4, Regulations 112; Section 29.47-2 
(b), Regulations 111. 


Commingled Property 


As it is inevitable that separate property 
will be commingled with community prop- 
erty, taxpayers are confronted with a prob- 
lem of segregation of income for tax purposes. 
Sections 1, 2 and 3 of the Michigan act 
clearly define separate property. Briefly, it 
is (1) all property owned by each spouse 
before marriage or before July 1, 1947, 
whichever is later; (2) that afterwards ac- 
quired by the spouse by gift or inheritance; 
(3) amounts received as damages for per- 
sonal injuries; and (4) earnings from sep- 
arate property. 


The unincorporated business here again 
comes into the spotlight for particular per- 
usal. Income from such business is a “prob- 
lem child” where the business has been 
capitalized by separate property. To the 
extent that the earnings are attributable to 
the personal services of either spouse, such 
earnings are community income and the 
residue is taxable as separate income. G. C. M. 
9825, X-2 CB 146, is the “open sesame” for 
this issue. It is an extended opinion by the 
Bureau respecting the computation of earned 
income of spouses domiciled in a community 
property state where income is derived from 
a combination of capital and services. This 
ruling merits thorough study as it has re- 
ceived the blessings of the Tax Court. Clara 
B. Parker, Exrx. [CCH Dec. 8794], 31 BTA 
644; J. Z. Todd [CCH Dec. 13,873], 3 TC 
643. In short, G. C. M. 9825 gives a formula 
in which, for a hypothetical normal year, 
the services and the investment return are 
evaluated with the resulting ratios to be used 
in splitting the current year’s business in- 
come into its two components. 

On the other hand, resort to the G. C. M. 
9825 formula was held unnecessary where the 
partners had agreed among themselves upon 
the amounts allowable to the active partners 
as compensation for their personal services. 
Hugh B. Tinling [CCH Dee. 15,525], 7 TC 
1393. 

In Lawrence Oliver [CCH Dec. 14,350], 4 
TC 684, it was determined that seven per 
cent of the capital of a fish-rendering business 
was a proper return on the investment and 
that the remainder of the business income 
was attributable to the taxpayer’s services. 
Since the capital was separate property of 
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the husband, he was taxable in full on the 
amount it earned, while his service earn- 
ings comprised income of the community. 


Treatment of Deductions 


It is permissible for one spouse to deduct 
the entire amount of expenses paid out of 
his or her separate funds even though they 
benefit the other spouse. This rule was ap- 
plied in Ernest W. Clemens [CCH Dec. 
15,559], 8 TC 121, which involved medical 
expenses. Where, however, the payment is 
from commingled funds, the presumption is 
that the expenditure is that of the com- 
munity, and the deduction must be divided 
equally between husband and wife on their 
individual returns. Since neither spouse has 
the right to give away the other’s interest in 
community funds, it was held that charitable 
contributions are assumed to be out of sep- 
arate funds in the absence of consent by the 
other spouse to the contribution. Such con- 
tributions are deductible only by the payor. 


Disadvantages 


It is not proposed to exhaust Michigan 
community property tax problems in this 
short article, but rather to touch upon some 
of the more significant aspects of this com- 
prehensive subject, with particular attention 
to elements of current concern, Neverthe- 
less, mention must be made, in passing, of 
the two so-called disadvantages of the com- 
munity property system: (1) the fact that 


Time for Performing Certain Acts Postponed by Reason of War 





———————— 


the wife owns half of the comm 
erty, and (2) the est 
Code Section 811(e). 


unity prop- 
ate tax provisions of 


The operation of Code Section 81l(e 
illustrated by the recent case of Joseph H 
Heidt Estate [CCH Dec. 15,766], 8 TC _ 
No. 111. In that case it was held that where 
the decedent dies after the effective date of 
the 1942 Revenue Act, community Property 
is entirely taxable to the decedent’s estate 
even though it was purchased with com- 
munity funds, unless that community prop- 
erty is traceable to the personal service earnings 
or the separate property of the surviving 
spouse. This provision of Section 811(e) 
has been held constitutional by the Supreme 
Court in Fernandez v. Weiner [45-2 uste 
{ 10,239], 326 U. S. 340 (1945), and U.S.» 
Rompel, Administrator of Estate of Herbst 
[45-2 ustc J 10,240], 326 U. S. 367 (1945). 


As a phenomenon of postwar “reconver- 
sion” the rush of states to embrace the com- 
muity property system, is, seemingly, “jet 
propelled.” At this rate, the common-law 
concept of family property in the United 
States may one day be an object purely for 
historical research—that is, unless Congress 
snaps out of its lethargy and writes the Sur- 
rey Plan into the Code, thereby erasing state 
lines and permitting the per capita division 
of marital income. If, as,-and when that be- 
comes a reality, residents of Michigan will 
have ample cause to rue their haste in get- 
ting on the community property bandwagon. 


[The End] 


) is 


The President has approved H. R. 4069, which, among other things, amends 
Section 3804 of the Internal Revenue Code. Section 3804, added by the Revenue 
Act of 1942, provides that certain time outside the Americas (or outside the 
United States in certain circumstances) following December 6, 1941, should 
be disregarded in determining the time within which certain specified duties 
and rights under the internal revenue laws must be performed or exercised. 
The new enactment, designated Public Law 384, Eightieth Congress, amends 
Section 3804(c) which limits the time to be disregarded in determining when to 
perform the various acts affected by Section 3804. As amended, Section 3804(c) 
requires that performance may be delayed until December 31, 1947, or a later 
date under certain circumstances, or until the fifteenth day of the third month 
following qualification of an executor, administrator or conservator, whichever 
date is earlier. Among the rights and duties affected are the time for filing 
returns, the time for payment of the tax, and the time for filing petitions with 


the Tax Court for redetermination of deficiencies. 
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New State Sales ‘l'axes 


By EDWARD ROESKEN of the New Jersey Bar 


MHE NUMBER of states imposing sales 
at was increased from twenty-three to 
twenty-seven in 1947, The four additional 
states in which such taxes were levied are 
Connecticut, Maryland, Rhode Island and 
Tennessee. A little more than a decade 
previously, Maryland imposed a gross re- 
ceipts or sales tax upon substantially all re- 
tal sales of tangible personal property 
between April 1, 1935, and March 31, 1936, 
the levy expiring by its own terms on the 
latter date. In the remaining states of Con- 
necticut, Rhode Island and Tennessee, such 
sales taxes had not previously been exacted. 
The addition of these four states results in 
retail sales tax levies in more than half the 
states of the Union. The Connecticut and 
Rhode Island enactments represent the first 
appearance of such retail sales tax levies in 
New England. 


The Tennessee sales tax was the first of 
the four taxes to become operative. It was 
mposed by House Bill No. 39, Laws of 1947, 
and became effective June 1, 1947. The 
ther three sales taxes were first levied a 
month later, on July 1, 1947. Connecticut’s 
lax was imposed by House Bill 1129, Laws 
of 1947; Maryland’s, by Chapter 281, Laws 
{ 1947; and Rhode Island’s, by House Bill 
123, Laws of 1947. All except Connecti- 
cuts sales tax are permanent measures, the 
Connecticut tax being scheduled to expire 
July 1, 1951, 

Maryland and Tennessee employ a rate of 
‘wo per cent. This conforms to the two per 
ent rate used by sixteen of the twenty-three 
‘ates previously mentioned as imposing 
ales taxes prior to 1947. Rhode Island’s 
ie per cent rate is the same as that applied 
0 Louisiana. The high three per cent rate 
idopted by Connecticut increases to five the 
umber of states with a rate of three per cent, 
the others being Michigan, North Carolina, 
Yhio and Washington. 


Of these four states, Maryland, by statute, 


Permits the vendor to apply and credit 


New State Sales Taxes 


against the tax payable by him an amount 
equal to three per cent of the gross tax to be 
remitted, this being done to cover his ex- 
pense in the collection and remittance of 
the tax, provided the tax is remitted within 
the prescribed time. Tennessee has a similar 
provision whereby the dealer who remits on 
time is permitted to deduct two per cent of 
the amount of tax due when making the 
report and payment. 


Collection of Taxes 


In each of the four states, the tax is added 
to the sales price by the seller of tangible 
personal property and collected from the 
purchaser at retail and remitted to the state. 


The Connecticut law, as now appearing in 
Section 1351.53 (4), contains the following 
provision concerning unlawful advertising 
by the retailer and restrictions upon his as- 
sumption or absorption of the tax: 


“Unlawful advertising. No retailer shall 
advertise or hold out or state to the public 
or to any consumer, directly or indirectly, 
that the tax or any part thereof will be 
assumed or absorbed by the retailer or that 
it will not be added to the selling price of 
the property sold or that if added it or any 
part thereof will be refunded.” 


Substantially identical language appears in 
the statutes of Maryland, Rhode Island and 
Tennessee. Drastic penalties are provided 
for violation of the provisions. 


Bracket systems for the collection of the 
taxes on small amounts are in effect in all 
four states. In Maryland, with a two per 
cent rate, the tax begins with sales of nine 
cents, while, with a similar rate in Ten- 
nessee, the tax in that state begins with 
sales at fifteen cents. Connecticut, with its 
three per cent rate, begins collection at 
thirteen cents and Rhode Island, imposing a 
rate of one per cent, starts its tax with pur- 
chases of twenty-five cents. : 
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The Connecticut regulations specifically 
indicate that the returns for reporting quar- 
terly on the total amount of gross receipts 
will call for the inclusion of sales under 
thirteen cents. 


The Maryland law permits the use of 
tokens or prepaid receipts in the collection 
of its tax, while Tennessee specifically pro- 
hibits the use of tokens. 


Returns and Payments 


Retail sales tax returns and payments are 
called for monthly in Maryland, Rhode Is- 
land and Tennessee. The Maryland report- 
ing is due on or before the fifteenth of the 
month and covers the preceding month, and 
the Rhode Island and Tennessee reports and 
taxes are due on or before the twentieth of 
each month. Connecticut requires the filing 
of quarterly returns and the making of 
quarterly payments on or before the twen- 
tieth day of October, January, April and 
July. In only one state, Maryland, is an 
annual return required, in addition to the 
other returns, this being due on or before 
the thirtieth day after the end of the tax- 
payer’s tax year, calendar or fiscal, to be 
accompanied by a remittance of any tax re- 
maining payable for the preceding tax year. 

In both Maryland and Rhode Island, the 
data supplied by taxpayers through returns 
and otherwise are specifically indicated as 
not being available for public inspection. 
Only one of these states, Maryland, has 
provided by statute that if a purchaser has 
failed to pay or a vendor has failed to col- 
lect the sales tax upon a taxable sale, the 
tax is payable by the purchaser directly to 
the comptroller, the purchaser being required 
to file a return with and pay the tax to the 
comptroller within fifteen days after the sale 
is made. 

The Maryland and Rhode Island sales 
taxes are more extensive than those of Con- 
necticut and Tennessee since their applica- 
tion is not limited to transactions involving 
the sale of tangible personal property. The 
Maryland tax applies also to the sale of 
natural or artificial gas, oil, electricity or 
steam, when made to any purchaser for 
purposes other than resale or use in manu- 
facturing, assembling, processing or refin- 
ing. The Rhode Island tax is even broader 
in its application to public and quasi-public 
utilities, being applied to the furnishing and 
distributing of electricity, natural gas, artifi- 
cial gas, steam, refrigeration and water and 
the furnishing of telephone service or the 
transmitting of telegraph, cable and radio 
messages. 
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There is a remarkable unanimi 
these four states in the provisiot 
obtaining of licenses or permits to operate 
places of business where taxable retail sales 
are made. In each state, sellers are required 
before beginning business, to apply for and 
obtain permits from the administering state 
official or board, upon payment of one dollar 
for each place of business. These permits or 
certificates of registration are not renewable 
annually, as they are in a number of other 
sales tax states. They are required to be 
displayed in the place for which they are 
issued. In Connecticut, the administration 
of the requirements is in the hands of the 
State Tax Commissioner at Hartford; in 
Maryland, with the State Comptroller at 
Baltimore; in Rhode Island, with the Tax 
Administrator at Providence; and in Ten- 
nessee, with the Commissioner of Finance 
and Taxation at Nashville. 
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Exemptions 


There is some similarity between exemp- 
tions from the sales tax provided by these 


states. The following parallels may be men- within the 
tioned. the purch 
. tax 1s not 
Connecticut, Maryland, Rhode Island and dinneat | 
Tennessee all exempt sales of motor vehicle da - 
fuel from the operation of the sales tax, onlers go 
while Connecticut exempts the sale of ciga- vealer vi 
rettes and Rhode Island and Tennessee ex- J; the sta 
empt the sale of tobacco products generally. applying t 
Sales of food for human consumption off the | ¥ they 
premises where sold are exempted in Con- | pint oy 
necticut and Maryland. teat 
As to utility services, the sale of water | a sales of 
through pipes is exempted in three of the ] the state: 
four states. In Connecticut and Tennessee, | and if, pr 
sales of natural or artificial gas receive ex- | shipped | 
emptions. Connecticut also exempts sales of | seller’s p 
electricity and telephone and telegraph serv- | Marylan 
ices, and Tennessee also excludes sales of | the rule | 
electric power and energy. Maryland ex: J the Unit 
empts sales of transportation and communi- J White C 
cation services. The Maryland regulations }| 19 U. S 
state that telephone, telegraph and cable | 7, 4 


services are communication services and, 
therefore, are not subject to the sales tax. 
In Tennessee, alcoholic beverages and beer 
are specifically excluded as subjects of the 
retail sales tax, while in Connecticut the 
provisions for the exemption of sales of food 
products for human consumption specific- 
ally exclude “spirituous, malt or vinous 
liquors, soft drinks, sodas or beverages such 
as are ordinarily dispensed at bars and soda 
fountains, or in connection therewith. 
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Interstate Commerce 


The statutes of these four new sales tax 
states contain a paucity of data on the extent 
to which transactions in interstate com- 
merce may become subject to tax. An ex- 
amination of the Connecticut, Maryland and 
Rhode Island sales tax laws reveals little or 
nothing which throws light upon the subject. 
The definition of the word “sale” in Con- 
necticut and Rhode Island, in indicating as 
taxable any withdrawal of tangible personal 
property from the place where it is located 
jor delivery to a point in the state for the 
purpose of transfer of title or possession, 
excepts “a withdrawal pursuant to a trans- 
action in foreign or intersiate commerce. 


Maryland has adopted a regulation on in- 
terstate commerce transactions, Rule 64, 
which indicates that “sales which impose an 
ynreasonable and discriminatory burden on 
interstate Commerce” are included among 
those to which the sales tax does not apply, 
and that this rule is to be applied whether 
the goods move from points within to points 
without the state or from points without to 
points within the state. If goods are sold 
‘thin the state but possession is taken by 
the purchaser without the state, the sales 
taxis not applicable. With respect to the 
shipment of goods into Maryland, examples 
given indicate that if a Maryland purchaser 
orders goods directly from a nonresident 
vendor who maintains no place of business 
inthe state, the sales tax is not regarded as 
plying to goods sold pursuant to the order 
it they are shipped into Maryland from 
points outside that state. However, the tax 
sviewed as applicable if a corporation with 
asales office in Maryland solicits orders in 
the state which are accepted in another state, 
ad if, pursuant to those orders, goods are 
shipped by common carrier f. o. b. from the 
seller's place of business to the purchaser in 
Maryland. This example, in effect, applies 
the rule laid down by the Supreme Court of 
the United States in McGoldrick v. Berwind- 


Vhite Coal Mining Companz, 60 S. Ct. 388, 
9 U.S. 33. 


The Tennessee statute disclaims any in- 
ention of levying “a tax upon articles of 
ungible personal property imported into this 
‘ate or produced or manufactured in this 
‘tate for export; nor is it the intention of 
‘is Act to levy a tax on bona fide interstate 
‘ommerce.” It is indicated, however, that 
te act purposes to reach “the sale at retail, 
te use, the consumption, the distribution, 
ind the storage to be used or consumed in 
his State of tangible personal property after 
thas come to rest in this State and has be- 
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come a part of the mass of property in this 
State.” To prevent the illegal importation 
of property which is subject to tax in Ten- 
nessee and to aid in the enforcement of the 
sales and use taxes, the enforcing officer, the 
Commissioner of Finance and Taxation, is 
authorized to establish a system of permits 
applying to any person or dealer importing 
tangible personal property by truck, auto- 
mobile or other means of transportation, 
except a common carrier, “without having 
said truck, automobile, or other means of 
transportation seized and subjected to legal 
proceeding for its forfeiture.” Under this 
system, applications stating details would be 
required for each vehicle and failure to ap- 
ply could be construed as an attempt to 
evade payment of the tax. 

3y their definitions of the words “in this 
state” and “in the state,” Connecticut and 
Rhode Island extend these expressions to 
mean all territory within the exterior limits 
of the state and to include “all territory 
within these limits owned or ceded to this 
United States.” Thus, they have taken cog- 
nizance of the provisions of the federal 
“Buck Act,” Public Act No. 819, approved 
October 9, 1940, which permits states to 
extend their sales and use taxes to persons 
residing or carrying on business in federal 
areas. 

The Connecticut, Maryland and Rhode 
Island statutes mention the obtaining of re- 
sale certificates for property to be resold... 
The Rhode Island Division of Taxation, 
which administers that state’s sales and use 
tax provisions, has distributed to registered 
dealers a form of resale certificate adaptable 
to transactions involving either a single sale 
or a group of sales negotiated between the 
same parties. Doubtless, in practice, resale 
certificates are to be obtained, wherever 
necessary, in order to fortify the seller in 
the event of questions arising with respect 
to the taxability of a given transaction. 


New Use Taxes 


Each of the four states which imposed new 
sales taxes in 1947 has likewise imposed a 
complementary use tax to supplement its 
sales tax. With the exception of Maryland, 
where the use tax was imposed by a separate 
law, Chapter 681 of 1947, the complementary 
use taxes were imposed by the acts which 
levied the respective sales taxes in Con- 
necticut, Rhode Island and Tennessee. Like 
the sales tax measures, the use tax levies of 
Maryland, Rhode Island and Tennessee are 
permanent levies, while the use tax of Con- 


necticut is to expire with its sales tax on 
July 1, 1951. 
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The use tax rates are identical with those 
of the respective sales taxes—i. e., Connecti- 
cut, three per cent; Maryland, two per cent; 
Rhode Island, one per cent; and Tennessee, 
two per cent. 


The person storing, using or otherwise 
consuming the tangible personal property— 
ordinarily the purchaser—is primarily liable 
for the use tax, as he is for the sales tax, al- 
though he usually pays the tax to a vendor 
registered as such in the state in which the 
property is stored, used or consumed. 
Maryland provides that if the use tax is not 
collected by a vendor, the purchaser must 
make the return and payment directly. 


Maryland and Tennessee permit vendors 
who report the tax on time to deduct a per- 
centage of the tax. In Maryland, this per- 
centage is three per cent, while in Tennessee 
it is two per cent. These provisions corre- 
spond with similar deductions allowed for 
the sales taxes in these states. 


The use tax returns and payments in the 
four states are due at the same time as the 
respective sales tax returns and payments 
are made. Thus, Connecticut returns and 
payments are filed and remitted quarterly, 
on the twentieth day of the month succeed- 
ing each quarterly period, while Maryland, 
Rhode Island and Tennessee returns and 
payments are made monthly, the Maryland 
returns on the fifteenth of each month and 
the others on the twentieth. Maryland also 
requires vendors to file an annual return on 
or before the thirtieth day after the end of 
the tax vear, calendar or fiscal. 


Ordinarily, these returns and payments 
are made by registered retail or use tax 
vendors. In Connecticut, there is a provi- 
sion that quarterly returns are also to be 
filed “by every person purchasing tangible 
personal property, the storage, use or other 
consumption of which is subject to the use 
tax, who has not paid the use tax due toa 
retailer required to collect the tax.” 


Generally, it is provided in these states 
that if property is subject to the state’s sales 
tax, it is not to be subjected to the use tax. 
Tennessee provides that its sales and use tax 
provisions are not to apply if a like tax equal 
to or greater than the Tennessee tax has 
been paid in another state. If the amount of 
tax paid in another state is not equal or 
greater than the amount of the Tennessee 
tax, the dealer is required to pay to the 
Commissioner an amount sufficient to make 
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the tax paid in the other state and in Ten. 
nessee equal to the amount imposed by th 
Tennessee law. eg 





The Maryland regulations, in amplification 
of the statute, contain a provision that 
tangible personal property used, stored o; 
consumed in Maryland, the sale of which ‘ 
not subject to the sales tax, will not be sub- 
ject to the use tax if (a) the property is as 
readily obtainable in Maryland; (b) the 
property is used by a person engaged in the 
business of rendering services or manufac- 
turing, compounding for sale, profit or use 
any article; and (c) the property enters into 
the processing of or becomes an ingredient 
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or component part of the product or service PIERE 
which is manufactured, compounded or fy} ©" shotld 
nished, or of its container, label, or furnished seramble 
shipping case. them. 
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Oregon Situation — 
a tax pot 

Oregon House Bill No. 460, Laws of 1947, = Commu 
provides for a three per cent sales and use} marriage. 
tax. This law is, however, subject to adop- | until mar 
tion or rejection by the people at a special | whatever 
election to be held October 7, 1947, considere 
If adopted, the requirements will take} marriage 
effect on January 1, 1948. A further result | property. 
of the approval of the voters would be that} Being 
personal exemptions, under the personal in- fornia es 
come tax requirements, will be increased, be- may app 
ginning January 1, 1948, from $750 to $900} to a cer 
for single persons and from $1,500 to $1,800 | date the 
for married persons and heads of families. | {ation m 
Another effect of the adoption of the tax J munity 1 
would be to supersede the new cigarette tax Until 
provided by Chapter 538 of 1947, the opera} Cfo 
tion of which is suspended, pending the expecta 
referendum election on October 7, 1947. 1. eile 
If the act providing for the three per cent | munity 
retail sales and use tax is rejected, the pet- | (except 
sonal income tax exemptions will be de ] interest 
creased on and after January 1, 1948, from Parti 
$750 to $500 for single persons and from of the : 
$1,500 to $1,000 for married persons. At- map 
other result of such rejection would be that, reed 
beginning January 1, 1948, withholding a ] 192 
the source would be required of employers eothin 
at the rate of one per cent from wages, sala- ing sp 
ries, etc., in excess of $50 monthly paid to anes 
both residents and nonresidents, quarterly es te 
returns and remittances to the State Tax will be 
Commission being required on or before ae 
April 30, July 30, October 30 and January Of, 
, ing quarter. : 
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An Analysis of California Estates 


By M. N. FRIEDLAND 


The author, a tax attorney in Los Angeles, is a member of 
the Illinois and New York bars 


PIERPONT MORGAN once said (or 
bs siodid have said) that it is easy to 
gramble eggs but very hard to unscramble 
them, This thought comes to one’s mind 
when considering the commingling of prop- 
etties in analyzing community estates from 
a tax point of view. 

Community property is directly related to 
marriage. It does not come into existence 
until marriage takes place. Up to that time, 
whatever the respective spouses possess is 
considered their separate property. And 
marriage does not change the nature of this 
property. 

Being primarily concerned with the Cali- 
fornia estates and the applicable laws, we 
may appropriately call particular attention 
toa certain date, July 29, 1927. On that 
date the State of California enacted legis- 
lation making the wife’s interest in com- 
munity property a vested interest. 


Until this date, the wife’s interest in the 
California community property was but an 
expectancy. She had to survive her husband 
in order to receive her share of the com- 
munity estate. Expectancy is very similar 
except for the ratio) to dower or courtesy 
interests. 


Particular attention is called to this phase 
of the situation. The consultant or analyst 
has to be extremely careful in considering 
ommunity property acquired prior to July 
29,1927. Such community property is really 
nothing but separate property of the acquir- 
ing spouse. And unless it is made com- 
munity property (in the modern sense of 
the term) by agreement of the spouses, it 
will be considered as the separate property of 
the acquiring spouse and taxed accordingly. 

Of course, if this sort of community prop- 
erty is commingled with other community 
Properties to the extent that it cannot be 
clearly ascertained, the California presump- 
hon of its being community property (in the 
modern sense) will go into effect. But 
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problems arising from the application of 
federal taxes to such property will require 
more than ordinary knowledge and effort 
to solve. And another problem results in 
applying federal income tax as distinguished 
from federal estate and gift taxes. 


Commingling 


The consultant or analyst must start his 
studies and observations with the date of 
marriage of the respective spouses. It is 
important to learn, at the outset, what prop- 
erties, if any, the respective spouses owned 
at the date of their marriage, as such prop- 
erties are considered their separate prop- 
erties, the ownership of which remains 
unchanged by marriage. 


If the marriage occurred before July 29, 
1927, the analyst must make an inventory 
of the properties owned at that time. Until 
then, the wife had no vested interest in 
community property, but only an expec- 
tancy; and the California Act of July 29, 
1927, has no retroactive effect. Hence, un- 
less the status of the property has been 
changed by agreement of the respective 
spouses, the applicable law is that which 
existed up to July 29, 1927. 

On the assumption that nothing of a sub- 
stantial nature (divorce, remarriage, busi- 
ness or family disturbances, etc.) has taken 
place, the analyst will proceed with his 
studies. Otherwise, detours may be essential. 

Referring to the 1942 Revenue Act in so 
far as it concerns community estates, Judge 
Hannay, in Estate of E. Herbst v. U. S. [45-1 
ustc § 10,183], 59 F. Supp. 483, stated: 

“the statute requires an investigation 
of all transactions over a long married life 
in order to determine whether each item of 
property on hand at the time of death was 
derived originally from the separate prop- 
erty or earnings of the survivor.” (Italics 
supplied.) 
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This is unfortunate, but very true. Seem- 
ingly, the best way to analyze this trouble- 
some problem is not only to call attention 
to principles involved, but especially to 
refer to cases where such principles were 
applied. 


Cases 


The case of Pereira v. Pereira, 156 Cal. 1, 
while decided in 1909, is still referred to as 
an authority. 


In that case a divorce was about to be 
granted, and apportionment of the com- 
munity properties between the litigants was 
to take place. The properties involved, how- 
ever, were both separate and community, 
and were also commingled. Thus, it be- 
came necessary first to draw the line of 
demarcation between the separate and com- 
munity properties. That was comparatively 
easy, the litigants having agreed to the exist- 
ence and the value of the separate property 
at the date of their marriage. The only 
remaining troublesome problem was credit- 
ing the separate property with their respec- 
tive earnings (or return on invested capital). 
Once that is established, the extent of the 
community property is easily ascertainable 
and distribution is a matter of simple calcu- 
lations. But what is a fair return on such 
invested capital? 

The defendant was a saloon keeper (cock- 
tail lounge keeper in modern terminology), 
and the court stated: 

“It is true that it is very clearly shown 
that the principal part of the large income 
was due to the personal character, energy, 
ability, and capacity of the husband. This 
share of the earnings was, of course, com- 
munity property. But without capital he 
could not have carried on the business. In 
the absence of circumstances showing a dif- 
ferent result, it is to be presumed that some 
of the profits were justly due to the capital 
invested. There is nothing to show that all 
of it was due to defendant’s efforts alone. 
The probable contribution of the capital to 
the income should have been determined 
from all the circumstances of the case, and 
as the business was profitable it would 
amount at least to the usual interest on a 
long investment well secured.” 


The plaintiff agreed to a seven per cent 
return on the invested capital, and the court 
stated: 


“The defendant introduced no evidence to 
show that the capital invested was entitled 
to a greater return than legal interest, and 
in the absence of such evidence, the burden 
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This is the California rule. 
rule follows it to a limited ext 
it will appear from the followi 
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The federal 
ent only, as 
Ng cases, 


Income Tax 


The case of Lawrence Oliver [CCH Dee 
14,350], 4 TC 684, was decided on 
31, 1945. That decision dealt with a 
tax deficiency for 1938 and 1939. 


January 
n income 


The existence and valuation of the Sepa- 
rate property was first ascertained as of 
July 29, 1927. The only thing to be decided 
was how much of the respective income 
was in the nature of a return on invested 
capital, the balance being credited to the 
management. 


The taxpayer contended that a fair return 
on the separate capital invested was six per 
cent interest per annum. The balance of 
the income was to be considered in the 
nature of compensation for the taxpayer's 
services rendered during the period in question, 


The Commissioner differed from the tax- 
payer. The Commissioner claimed that a 
fair compensation for the taxpayer’s services 
should be established first. The balance 
was to be considered as a return on the 
separate capital invested. 


The court came to the conclusion that 
the income in question was primarily the 
result of the taxpayer’s efforts, industry and 
management. Hence, it considered seven 
per cent interest per annum as a fair return 
on the separate capital invested, and the 
balance as the taxpayer’s compensation, which 
became community property and was taxed 
accordingly. 

The case of Ashley Manning [CCH Dec. 
15,655], 8 TC —, No. 63, was decided on 
March 12, 1947. The problems and decision 
in this case were identical with those in 
the Oliver case except that the court cor- 
sidered eight per cent interest a fair retum 
on the separate capital invested. 

The case of J. Z. Todd [CCH Dec. 15,288), 
7 TC —, No. 50, was decided on July 129, 194. 
It dealt with an income tax deficiency against 
the taxpayers, father and son, who conducted 
a certain business as partners. The separate 
property and valuation was established 
of July 29, 1927. The partners did not tt 





ceive any “salary,” but withdrew as much 


money as they needed from time to time. 


The Commissioner applied the famous 
G. C. M. 9825 formula; that is, he allowe¢ 
eight per cent interest on an annual averagt 
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separate invested capital. He also estab- 
ished 4 reasonable salary for the partners, 
and allowed eight per cent interest per annum 
on the community invested capital (amount 
earned but not withdrawn). He thus estab- 
‘ched a ratio between a return on the in- 
sted capital and compensation for the 
partners’ services. Having done so, he 
divided such income in ratio of the amounts 
» ascertained. The court sustained the 
Commissioner in that respect. 

George W. Van Vorst [CCH Dec. 15,384], 
7 TC 826, was decided on September 23, 
1046, It dealt with the same problem, where 
oartners, as well as separate and community 
‘vested capital, were involved. The only 
jistinctive feature of this case is the fact 
that the partners fixed their own “salaries.” 

The Commissioner claimed that the G. C. M. 
25 formula should be applied. The Tax 
Court did not agree. It maintained that 
there is no need for the application of that 
formula in view of the fact that the partners 
fxed their own “salaries.” 

This decision was followed in the case of 
Hugh B. Tinling [CCH Dec. 15,525], 7 TC 
1393, decided on December 26, 1946. 

Thus, the effect of commingling of prop- 
eties and the interpretation and application 
fcertain pertinent principles of law are 
ckarly apparent in so far as local and fed- 
eal income taxes are concerned. We shall 
now turn our attention to the study and 
pplication of estate tax laws, a very inter- 
sting, even though difficult, subject. 


Estate Taxes 


The application of California inheritance 
and estate tax laws does not present any 
lificulty. The California Civil Code clearly 
lefines separate as well as community prop- 
tties. And where commingling occurs so 
that separate property cannot be clearly 
ascertained, the presumption that such prop- 
ety is community property takes effect. 
Thus, the classification of properties and the 
application of local tax laws are compara- 
tively simple. The reverse is true for the 


application of the 1942 Revenue Act to 
community property. 


To start with, at all times two extremely 
mportant elements should be considered. 
First, the portion of the 1942 Revenue Act 
we are mainly concerned about applies to 


‘community property only. It has nothing 
0 do with the separate properties of the 
respective spouses. Second, earnings of the 
respective spouses (with insignificant excep- 
tions) are considered community property 
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only by the California income, gift, inheri- 
tance and estate tax laws. No separate pro- 
vision in the federal tax laws deals with 
community income. The Commissioner of 
Internal Revenue follows the local law in 
that respect (as he followed it in estate 
matters until the enactment of the 1942 
Revenue Act). For estate and gift tax pur- 
poses, however, the act considers the earnings 
of the surviving spouse separate property. 
This is apparent from the famous “excep- 
tion”’—that the entire community property 
is considered the estate of the decedent (for 
estate tax purposes), “except such part 
thereof as may be shown to have been 
received as compensation for personal serv- 
ices actually rendered by the surviving spouse 
or derived originally from such compensa- 
tion or from separate property of the sur- 
viving spouse.” 

It is an old common-law concept that 
earnings belong to the earner, and it makes 
very little difference whether the respective 
earner is single or married. The community 
concept is just the reverse in relation to 
married people. The earnings of any spouse 
(with insignificant exceptions) belong to the 
community. The distinction is of more than 
ordinary importance. 


Particular attention is called to this phase 
of our discussion, not only to emphasize the 
inconsistent position taken in the application 
of federal income, estate and gift taxes or 
to indicate the basic difference of concepts ° 
between the common and community laws 
in respect to spouses’ income, but especially 
to warn the consultant or analyst to be 
constantly on guard for these distinctions. 


The 1942 Revenue Act considers the entire 
community property to be the estate of the 
deceased spouse (and it makes no difference 
which spouse dies first), except the earn- 
ings and separate property of the surviving 
spouse, which are taxed accordingly. These 
are the only exceptions, and are important. 


In my previous articles in TAxES— 
The Tax Magazine (on the subject of the 
application of estate taxes to community 
property from the light of the 1942 Revenue 
Act) I have called attention to the great 
difficulty, if not impossibility, for the sur- 
viving spouse to. qualify, on most occasions, 
under the exceptions mentioned. I have 
stated that not only the surviving wife but 
even the surviving husband may meet hard- 
ships in that respect. The burden of proof 
is always on the claimant and not on the 
Commissioner, and the difficulty, or even 
impossibility, of producing such proof must 
not be overlooked. 
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The recent Tax Court decision in 
Estate of Joseph H. Heidt [CCH Dec. 
15,766], 8 TC —, No. 111, unfortunately 
proves this contention of mine beyond any 
shadow of doubt. The decedent, at the age of 
fifty, married the surviving spouse, who was 
then only eighteen years old. They lived to- 
gether as husband and wife in the State of 
California for more than forty years. The sur- 
viving spouse was an extremely active person 
in her husband’s business. At various times 
she was also engaged in the buying and sell- 
ing of real estate on her own account, and 
accumulated a considerable amount of prop- 
erty, real and personal. The property in 
question was held in joint tenancy by the 
spouses. The surviving spouse tried hard 


the 


to prove her contribution to the purchase . 


price of the properties concerned, but failed 
in her attempt. The court sustained the 
Commissioner’s contention that the entire 
property in question should be included in 
the decedent’s estate and taxed accordingly. 

Judge Harlan, delivering the opinion of 
the court, stated: 


“The merit of these contentions cannot 
be accurately appraised without some in- 
quiry as to the nature of the consideration 
furnished by either spouse for their respec- 
tive interests in the jointly held property. 

The question resolves itself into one 
of fact and the evidence before us is, in the 
most part, very unsatisfactory. 
tion is due primarily to the fact that the 
principal witness was somewhat advanced 
in years and the transactions covered a 
period of almost fifty years, a situation that 
would tax the memory of any witness.” 
(Italics supplied.) 


Usually in matters of this kind the period 
concerned is a long one. While it seldom 
amounts to fifty years, quite often it exceeds 
thirty or even forty years. And to keep 
an exact record of properties dealt with over 
such a long time to be produced on proper 
occasions, is not as easy as might seem. 
(Until 1942 such a record was unnecessary.) 
Yet stnce 1942 it has been absolutely essen- 
tial to do so in order to qualify under or 
receive the benefits of the exceptions men- 
tioned. 


The court finally stated: 


“It is obviously necessary that the tax- 
payer identify the proportion of joint prop- 
erty which he (she) seeks to exclude from 
the gross estate as derived originally from 
‘compensation for personal services actually 
performed’ or from separate property ‘if the 
intendment of the statute is to be carried out’.” 
(Italics supplied.) 
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the court in that decision. Seemingly, the revocable 
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community property held jointly. That as. irevocabl 
sumption admittedly is in the spirit of the] grily soa 
regulations. However, one facing a joint than such 
tenancy should look into that phase of the § tp make S 
situation. It must not be forgotten that, in J are suppos 
the final analysis, the portion of the act in} of view. ’ 
question applies to community property only | come tax, 
and does not apply to separate property. and the € 
grantor 0 

Trusts reserved 
discretiond 

There is hardly an estate of any tax im-] powers b 
portance where a trust is not in existence, t buy pr 
Attention will be called, therefore, to a cer- estate on 
tain kind, known as a living trust (as dis- J Sch rese 
tinguished from a testamentary trust). fable the 





Living trusts are either revocable or irrev- § sift, shou 
ocable. In common-law states the line of § of his gif 
This situa- demarcation is not easily ascertainable, but § get but < 
depends entirely upon the nature of the § sit.) He 
retained or reserved powers of revocation ex- J) 2 trust in 
pressly provided. Thus, the absence of such § come tax 
reserved powers means irrevocability; their J the word 
presence means revocability. tained po 
While the present California law clearly hough ec 
distinguishes between such trusts, it may } "stant 
be appropriate to mention that until 1931 the | °™ @ 
California law, on the subject in question, |. char 
was the same as that of the common-law J “3c 
states. When the law was amended in 1931, } ™"S ‘ 
it specifically provided that the amended | ™’ be 
law was not to have any retroactive effect. while ot 
Hence, it is extremely important to remem- 9 * Tm 
ber this when analyzing a trust indenture J Petamu 
executed prior to 1931. of incor 
The present California Civil Code 228) } What 
(as amended) provides: lefinitio 
“Unless expressly made irrevocable by J ‘vocab 
the instrument creating the trust, every vol- § ‘acetiou 
untary trust shall be revocable by the trus- lees 
tor by writing filed with the trustee.” Califor 
Taxwise, there is no difference betweet a creat 
testamentary trusts (contained in wills) and F of that 
revocable trusts except that revocable trust J “irreyo, 
; estates do not have to clear via probate J is more 
court. There is no difference between them | howeye 
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to inheritance and estate taxes, local and 
federal. The opposite is true of irrevocable 
trusts. Irrevocable trusts are separate and 
distinct entities. They are not part of one’s 
estate. They are not subject to inheritance 
" estate taxes, local or federal. They are, 
howeve?, subject to gift taxes, local and 
federal. The irrevocable provision is essen- 
‘ial in the application of both local and 
federal taxes. The absence of such pro- 
ysion will make a California trust indenture 
revocable not only as to local taxes but 
also as to federal taxes. The presence of 
this provision will make such trust indenture 
revocable at to local taxes but not neces- 
atily so as to federal taxes. Something more 
than such a provision is necessary in order 
tp make such irrevocable trusts what they 
at supposed to be from a federal tax point 
oi view. Thus, if the subject is federal in- 
come tax, the question concerns “control” 
and the extent of such control which the 
grantor or trustor retained. Retained or 
reserved powers are customarily known as 
discretionary, powers for example, reserved 
powers by the grantor or grantor-trustee 
to buy property from or sell it to the trust 
estate on terms designated by the grantor. 
Su 
fale theory is that the grantor, making a 
gift, should be allowed to dictate the terms 
dhis gift. (At worst, the beneficiary will 
get but a portion of the face value of the 
gift.) However, such a provision will make 
itrust indenture meaningless as to federal in- 
come tax irrespective of the repeated use of 
the word “irrevocable” in the indenture. Re- 
ined powers to “change beneficiaries,” even 
though coupled with the express provision that 
ihe grantor may not directly or indirectly be- 
come a beneficiary, spell “control.” Power 
to “change benefits,” even between bene- 
iciaries designated in the given indenture, 
means “control,” as some of the beneficiaries 
may be concerned only with life income 
while others are what is commonly known 
as “remaindermen.” Other reserved powers 
pertaining to accumulation and distribution 
of income are of great importance. 


What is an irrevocable trust? The best 
lefnition available is a trust which is not 
evocable. That may sound humorous, even 
facetious; but it is not. 


_ltrevocable trusts are referred to in the 
valifornia Civil Code. Yet one may spend 
4 great deal of time in checking the index 
of that code in order to find reference to 
‘lttevocable” or “irrevocable trusts.” What 
more, he will not find it. It will be found, 
however, under “revocable trusts.” 
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Even such an important work as Merten’s 
Law of Federal Income Taxation, a volume 
containing about 560 pages, has but one 
reference to irrevocable trusts, and it takes 
some time and effort to discover that. 


The federal Revenue Act has no definition 
of an irrevocable trust. It simply considers 
a trust irrevocable if it is not revocable. 


There are no “forms” of irrevocable trusts. 
There are many forms of revocable trusts. 
An irrevocable trust indenture is a revocable 
trust indenture minus certain reserved or re- 
tained powers, plus the provision that it is 
irrevocable, if it happens to be a California 
trust. All one has to do in checking a trust 
indenture is to see to it that such retained 
or reserved powers are prominent by their 
absence. 

The Clifford decision (Helvering v. Clifford 
[40-1 ustc $9265], 309 U. S. 331, 60 S. Ct 
554), decided by the Supreme Court on Febru- 
ary 26, 1940, is of great importance. It 
revolutionized the concept of irrevocable 
trusts. More than two hundred cases are 
recorded where reference is made to the 
Clifford decision in one form or another. Prob- 
ably there is no other case on record which, 
in such a comparatively short time, has had 
such a tremendous amount of use. Irrev- 
ocable trusts, therefore, should receive a 
little more consideration from the index 
compilers, if not from the law makers. 


Some other features of irrevocable trusts 
deserve consideration—for example, inden- 
ture provisions in reference to reserved 
powers to alter or amend certain trust pro- 
visions or to terminate the existence of such 
trusts entirely. This applies to these trusts 
not only as to income tax but also as to 
estate tax. 


Also important is the possible reverter of 
the corpus to the grantor in the event re- 
spective beneficiaries predecease him. Such 
reverters may be in the nature of a remote 
possibility, resulting from the express pro- 
vision of the respective trust indentures or 
by operation of law. Besides, there is a 
division of opinion between the Tax Court 
and certain Circuit Courts of Appeals, on 
one side and other Circuit Courts of Appeals, 
on the other side, as to the tax effects of 
remote possible reverters. (This matter is now 
pending before the United States Supreme 
Court for final decision.) 

The consultant or analyst, therefore, must 
be extremely careful in handling such in- 
dentures. He has no way of computing 
estate taxes unless he succeeds first in classi- 
fying such trusts as either revocable or irrev- 
ocable as to both local and federal taxes. 
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Just as a chain is as strong at its weakest 
link, so the analysis of the taxability of an 
estate is as dependable and complete as 
the classification of each element composing 
the estate. 


In Contemplation of Death 


Now let us assume, for the sake of argu- 
ment, that all the tests show the given trust 
to be irrevocable in all respects. However, 
to make sure that the trust (estate) does not 
become part and parcel of the grantor’s estate 
(upon his demise), subject to estate taxes, 
one more factor should be considered: a 
trust supposedly made in contemplation of 
death. 


Up to the present time we have discussed 
various provisions of a given trust indenture 
in order to find out whether it is irrevo- 
cable. From now on we shall be concerned 
with that trust in its entirety. Is the trust 
created or the gift made (and every irrevo- 
cable trust is the result of a gift) in con- 
templation of death or for purposes connected 
with life? In the first instance, it will be 
considered part of the grantor’s estate and 
taxed accordingly upon his demise, irrespec- 
tive of the irrevocable provisions of the 
trust indenture. In the second instance, it 
will be considered a separate entity and no 
part of the grantor’s estate upon his demise 
and, hence, will not be subject to estate 
taxes. 

The subject we are chiefly concerned with, 
for the time being, is the grantor’s state of 
mind at date of execution of the trust inden- 
ture. And here the iron curtain drops. 


Of course, age is to be taken into con- 
sideration. The grantor’s health, at date of 
execution of the trust, is not to be disre- 
garded. Attention should be given to his 
general habits of making gifts to members 
of his own family, to charitable institutions 
and to others. The grantor should be con- 
sulted. He is in a position to throw light 
on the subject. In other words, everything 
possible, in this respect, should be attended 
to during the grantor’s lifetime, instead of 
being left until after his death as is custo- 
marily done. 


Life Insurance 


Life insurance is, of course, one of the 
most important assets of an estate. It is 
comparatively small in large estates and 
large in small estates. It is a liquid asset, 
and that is vital when it comes to payment 
of taxes. 
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According to the 1942 R Vv 
makes very little difference whether th 
beneficiaries of life insurance Policies 2 
designated or the insured’s estate beco = 
the beneficiary. The proceeds of life ia 
ance are considered part of the ‘nian 
estate. There is one exemption of $60,000 
to the decedent’s estate; and it makes n 
difference whether such an estate coli 
of stocks, bonds, real estate, etc., or se. 
ceeds of life insurance policies Payable to 
designated beneficiaries or the executors or 
administrators, or partly of stocks, bonds 
real estate, etc., and partly of proceeds of 
life insurance policies. Local or California 
inheritance and estate tax laws, however 
have special provisions for the exemption of 
certain portions of life insurance Proceeds, 
Hence, it is advisable to designate the 
respective beneficiaries on policies of life in- 
surance instead of making the proceeds pay. 
able to the estate or to the executors and/or 
administrators. 


enue Act, jt! 


At one time the absolute parting with 
what is known as “incidents of ownership” 
in a life insurance policy was considered 
the only essential element to prevent the 
inclusion of the proceeds of the policy in 
the estate for estate tax purposes. After 
such “parting,” even though premiums were 
paid by the insured, the premiums were 
considered only as gifts, and had no effect 
whatsoever on the heretofore mentioned 
results. 


At another time the premium payments 
were considered the most essential element 
in that respect, the incidents of ownership 
of the policies made no difference. Sub- 
stance and not form counted then. 


The 1942 Revenue Act made both cle 
ments (incidents of ownership and payment 
of premiums, and not one or the other) 
essential. Moreover, it provided that the 
management of the community estates in 
community states should be considered 3 
one of the “incidents of ownership” of a lite 
insurance policy. 


Incidents of ownership, such as reserved 
power to change beneficiaries, borrow mone) 
cash-surrender policies, etc., are elements 
of a contract between the insured and the 
insurance company. How the managemett 
of community property could be made ont 
of the “incidents of ownership” of life i 
surance policies is one of the great puzzles 
of our time. Yet it is the law of the land. 


January 10, 1941, is an important date 
for the subject under consideration. If Z 
insurance policies were absolutely assigne¢ 


or irrevocably conveyed to a certain bene- 
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éciary before January 10, 1941, and pre- 
miums were paid by that beneficiary (and 
not by the insured, directly or indirectly), the 
proceeds would not be included in the in- 
syred’s estate upon his death. If such assign- 
ment and conveyance were made after that 
ate, then the proceeds will be divided in 
ratio of premiums paid before and after Janu- 
ary 10, 1941. The portion of proceeds allo- 
cated to premiums paid before then will 
be considered part of the insured’s estate 
and taxed accordingly. The balance will 
be free of such taxes. 


Where one spouse applies for insurance 
on the life of the other spouse and the appli- 
sant pays the premiums out of her (or his) 
separate property, the proceeds of the policy 
yill not be considered part of the insured’s 
estate. 

Where premiums on life insurance policies 
ae paid with community funds, the pro- 
ceeds will be considered community prop- 
ety and taxed in the manner heretofore 
described. (Section 811(g)4.) The trouble- 
some part of that section, as we have men- 
tioned, is the provision which reads: 


“ 


_and the term ‘incidents of owner- 
ship’ includes incidents of ownership pos- 
ged by the decedent at his death as manager 
of the community.” 


Interpreting the nature of “incidents of 
ownership,” the applicable regulations (Regu- 
lations 105, Section 81.27) state: 


“ 


. and, in addition, includes incidents 
of ownership possessed by the decedent as 
manager of the community where the in- 
surance policy is property held as community 
property by the decedent and spouse.” 


Thus, the parting with “incidents of own- 
ership” of a life insurance policy and the 
payment of premiums by the beneficiary is 
well and good in non-community states. But 
in community states the insured, in addi- 
tion to parting with incidents of ownership, 
must part with management of the commu- 
nity. This provision was made seemingly 
tor the special benefit of community states. 
What a provision! What a benefit! 


Miscellaneous Problems 


The consultant or analyst is certain to 
meet partnership problems. The partner- 
ships may be general or limited, and their 
assets may be community or separate prop- 
erty. It is very important to classify them 
Properly. Above all, it is vital to pay atten- 
tion to the probable valuation which will be 
Placed upon such assets by the Internal 
Revenue Department, where not only tan- 
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gible and intangible property but also the 
good will of the respective concerns will be 
taken into consideration. 

Stock and interest purchase agreements 
are items not to be overlooked. The valu- 
ation of assets by the Commissioner of 
Internal Revenue is also very important. 
The consultant or analyst must especially 
study the provisions of such agreements to 
find out whether they are mandatory or dis- 
cretionary in regard to the sale or purchase 
of the respective shares of stock or interest. 
Needless to say, the element of community 
or separate property is also of significance. 

Wills and codicils—a consultant or anal- 
yst cannot escape them! They are the last 
words in estate planning. As such, they de- 
serve particular consideration. The provi- 
sions pertaining to “powers of appointment,” 
whether general or limited, should be care- 
fully studied. They are of great tax im- 
portance. 


Change of Domicile 


Change of domicile is of more than ordi- 
nary importance, especially where the change 
is made from a non-community state to a 
community state. Our observations will be 
limited to the latter phase of the subject. 

Migration to the State of California, for the 
past few years, has been very substantial. It 
still is to a certain extent. Tremendous 
wealth accompanied the movement. Hence, 
the tax status of such wealth becomes sig- 
nificant. 

In California (as in other community 
states) there are two kinds of property, 
separate and community. The California 
Civil Code defines separate property. (Sec- 
tion 163.) It further states that community 
property is that which is not separate prop- 
erty. (Section 164.) Finally, it refers to the 
vesting of one half of the community property 
in each of the spouses. 

In non-community states this division does 
not exist. The given property “belongs” to 
the husband, the wife, or both. This is a 
common-law concept of “ownership.” Nor 
does the source of the property matter. Thus, 
the property might have been owned by the 
husband or wife before they were married. 
It might have been given to or inherited 
by one or the other. It might have resulted 
only from the earnings of either of the 
spouses after their marriage. Whatever the 
source, it does not make any difference. 
The property is “his” or “hers,” as the case 
may be, and that is all that counts. 

Particular attention is called to this phase 
of our observation in view of the fact that 


787 




































































‘ 


the word “separate,” as applied to prop- 
erty, is used in total disregard of the Cali- 
fornia legal meaning. 


Now, let us assume that the spouses change 
their domicile from Illinois to California. 
Their real estate is left in Illinois and is 
governed by the laws of Illinois irrespective 
of their change of domicile. Their personal 
property is moved to California. What hap- 
pens to it? How is it considered for tax 
purposes? The answer will have to be di- 
vided into two sections, the first relating 
to the State of California and the next to 
the federal government. 


Change of domicile does not change the 
nature of property. Section 164 of the Cali- 
fornia Civil Code, referring to the definition 


of separate property in the preceding sec- 
tion states: 


“That all other property acquired after 
marriage by either husband or wife, or both, 
including real property situated in this State 
and personal property wherever situated, here- 
tofore or hereafter acquired while domiciled 
elsewhere which would not have been the 
separate property of either, if acquired while 
domiciled in this State, is community prop- 
erty.” (Italics supplied.) 


Thus, personal property, the result of 
earnings of either spouse, must become com- 
munity property, one half being vested 
in the non-earning spouse. This example is 
but an application of Section 164 to the 
situation considered. This means a change 
of the nature of property by virtue of change 
of domicile. 

Fortunately, this section of the California 
Civil Code was declared unconstitutional by 
the California Supreme Court. (Estate of 
Thornton, 1 C. (2d) 1.) And while, sur- 
prisingly, it is still contained in the code, 
it is no longer the law of California. 


What, then, is the status of such personal 
property “belonging” to husband or wife 
which has been moved to California? Even 
though the origin of the property may not 
justify the classification, it is considered 
“separate” property by the laws of the dom- 
icile, but on/y during his or her lifetime. 
Upon his or her death, the property is tested 
by the same standard as if it was originally 
California property; that is, the standard 
used in drawing the line of demarcation be- 
tween California separate and community 
properties is applied here in order to arrive 
at the proper distribution. 

If commingling or properties takes place, 
and considered personal property is among 
the properties, the various presumptions and 
results heretofore mentioned are applicable. 
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the information available should be gathered 
and preserved. It will be needed—if not 
immediately, surely in the near future. 


Conclusion 


Estate planning and taxes—these insepa- 
rable twins deserve consideration. The prob- 
lems connected with them are numerous and 
difficult. The consultant or analyst attempt- 
ing to solve them has to be almost a Walking 
encyclopedia in the various applicable fields 
of human endeavor. Each and every phage 
of a given estate must be carefully studied: 
none may be disregarded. 


Time marches on—but not for estate plan- 
ning and taxes. Admittedly, they are getting 
older; yet they do not age. They are ful] 
of vitality and vigor. 

“Tt is not how much one makes but how 
much one saves that counts.” This is the 
sum and substance of the argument to which 
savings banks called the public’s attention 
thirty-odd years ago. It was true then, and 
it still is. The amount earned then had to be 
reduced only by the amount spent. The 
balance represented savings. But now, there 
is a “silent partner,” and his wants are to 
be considered. You. cannot figure savings, 
You cannot spend (without getting into 
trouble) unless you manage first to set aside 
your “silent partner’s” share. In other words, 
you must anticipate, you must figure, you 
must estimate, you must plan in advance— 
long, long in advance. 


A manufacturer of garments, for example, 
must take into consideration new styles, 
provide raw materials and labor, and solve 
many a problem in the fall, in order to have his 
spring garments ready in proper time. The 
merchant must do the very same thing. 
Both must plan, anticipate, foresee events 
in order not to land on the rocks. 

An honest mistake of fact will, under cer- 
tain circumstances, excuse one, even ina 
homicide case where ordinarily a charge 0! 
murder in the first degree would be proper. 
But a mistake of fact, no matter how honestly 
made, is not an excuse in criminal negligence. 

Carelessness (civil negligence) is not & 
cusable under any circumstance. One must 
pay for his carelessness or negligence. There 
is no way out. 

And when one does not plan, or fails to 
anticipate and provide for the future, on 
careless, negligent. [The End] 
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Shared Taxes and Local Need 


in Wisconsin 


By 


SIDNEY SCHMUKLER 


OR MANY DECADES Wisconsin has 

employed a shared tax “system.”* Since 
the turn of the century, tax sharing has 
become increasingly important in absolute 
sims and the proportion of state collections 
shared, and in relation to aids. In 1901, 
local shares totaled $99,536, less than one 
per cent of the total taxes levied by the state. 
By World War I, sharing exceeded five per 
cent of state levies; and by 1945, some four- 
ten per cent ($37.9 million) of state-im- 
psed taxes reverted as shares. During most 
of the present century aids have exceeded 
shares roughly by two to one; in recent 
years, however, sharing has approximately 
equaled aids. 


Examination of Wisconsin shared taxes 
inthe present century indicates several fea- 
tures affecting local functions. First, the 
share system covers much ground. A va- 
tiety of tax bases are included, allocation 
formulas vary among taxes, units of gov- 
ernment on the same political level receive 
mixed treatment under different taxes, and 
share yields range from relatively minor 
receipts to huge sums. Second, shared tax- 
ation leans heavily on the income tax. Not 
‘The terms ‘‘system’’ and “‘structure’’ are 
used for purposes of presentation. In Wiscon- 
sin, as elsewhere, shared taxation has not been 
a planned development. The test used here for 
distinguishing shared taxes is the local receipt 
of a fixed proportion of a levy; nonetheless, 
arbitrary inclusions and omissions are neces- 
sary. Basically, the share classification of the 
Wisconsin State Tax Department has been fol- 
lowed. Table (p. 790) indicates the taxes in- 


a their bases, share distribution and 1945 
share, 


Mr. Schmukler is research as. 
Agricultural Economics at the 


only is income taxation under Wisconsin 
legislation and administration heavily pro- 
ductive, but over half of the proceeds revert 
as shares. Third, with the exception of the 
fire insurance premium tax, sharing is auto- 
matic. Fourth, the allocations prescribed 
make sharing primarily a local concern. The 
relationship in most shared levies is between 
the state and city, village and town. Finally, 
the stability of the share system should be 
emphasized. With the exception of liquor 
taxation, current shared taxes were in effect 
prior to World War I. The history of Wis- 
consin shared taxation in the past forty-five 
years indicates that broad changes are not 
often made. 


This stability may be considered an indi- 
cation of satisfaction with the results of 
shared taxes. Or it may mean that despite 
evident shortcomings, better alternatives 
have not yet appeared. What are the results 
of sharing? Are better ways of assisting 
localities available? 


Relationship to Fiscal Capacity 


Direct determination of the extent to 
which sharing influences local functions is 
not feasible. It is necessary to turn to evi- 
dence of the closeness with which current 
sharing fits local needs. Such evidence is 
best indicated in the relationship between 
shared taxes and fiscal capacity. A share 
tax system strongly favoring areas of rela- 
tively high fiscal capacity can well be con- 
sidered to add ability to ability already 
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present in disfavor of localities with lesser 
capability to support substantially the same 
service requirements. Evidence of how 
shared taxes relate to fiscal capacity indi- 
cates, then, how sharing reflects relative 
local need for state assistance. Income and 
property are used here as measures of fiscal 
capacity. 

The quantitative results of sharing can 
be illustrated by 1945 data for counties and 
1942 data for cities, villages and towns.’ 
In 1945, residents of nineteen Wisconsin 
counties (in the cutover-timber and sandy- 
soiled agricultural areas, the poorer economic 
areas of the state) received less than half 
of the share taxation turned back to resi- 





2 The years selected are the latest for which 
data is available. 










Tax Basis and Share 
Distribution State 
Income Personal and cor- 40 
porate income, 
residence 
Street Ad valorem, 15 
railways property location 
Light, heat Ad valorem, to iS 
and power locality in propor- 
companies tion to averaging 
of property and 
gross receipts 
Hard Alcoholic content, Collection 
liquor population cost 
Telephone’ Gross receipts, 15 
exchange proportionate to 
exchange business 
Steam- Ad valorem, 0 
railway property location 
terminal 
Inheritance Individual legacy 92.5 
and kinship, 99.0 
residence 
Fire Insurance policy 0 
insurance premium, locality 
where insurance 
effective 
REA Gross receipts, Collection 


line mileage 


(8) For counties under 50,000 population, one half the local share must be 
school districts in the proportion utility property in the school district bears to uti 


value in the local unit. 


to nonresidents. 


SHARED TAXES IN WISCONSIN 


—— Allocation ——————Y_, 


or 
or 


cost to $2,000 


For counties of 50,000—250,000 school-sharing is not mandatory. 
over 250,000 (Milwaukee), 20 per cent of the town share may be granted on a schoo 


(») The larger county share relates to inheritance taxation of Wisconsin residents; 


dents of thirty-one other counties. Of th 
eighteen four-quartile counties in per pend 
share, thirteen were in the last quartile in 
per capita income tax share and eight in the 
last quartile of per capita state Property tax 
assessment. Among the eighteen first quar- 
tile in total shares, sixteen were in the first 
quartile in income tax share and ten in per 
capita property tax assessment. The last 
quartile consisted mainly of poorer agricul- 
tural and cutover counties; the first quartile 
of the urbanized southeastern and wealthier 
agricultural southcentral counties. The fol- 
lowing comparison between two groups of 
counties illustrates the discrepancy close to 
its extremes (p. 791): 





3 Per capita figures here compare 1949 census 
population and 1945 county or 1942 local shares, 





1945 Share 


County Local School (millions) 
10 50 0 $25.0 
20 65 0 6.7 
20 65 (*) 

0 100 0 44 
0 85 0 1.0 
0 100 0 3 
75 0 0 2 
1) 0 0 2 
0 100 0 2 
15 85 (*) A 


Total $37.9 


(c) Fifty per cent of the town share may be applied to high school tuition. 
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Group I 





Share Population Per 
(1,000) (1,000) Capita 
\ilwaukee 15,381 767 $20.05 
Racine 1,741 94 18.52 
Dane .-----> 1,363 131 10.40 
< Seee 1,328 80 16.60 
Brown eae acs eee 941 83 1 1.34 
Teal.<s>- . .20,754 1,055 17.95 
(average) 

Group II 

Share Population Per 
(1,000) (1,000) Capita 
Marquette 36 9 $4.00 
Florence a 4 7.75 
Burnett . 30 11 tae 
Adams 25 8 3.3 
Pepin 24 8 3.00 
Toal <.... 146 40 3.65 


(average) 


However, as has been noted, Wisconsin 
sare taxation is mainly local in impact. 
Data relating to the distribution of shares 
within four counties exemplify the way 
daring acts locally, especially at the town 
vel, Local units among Milwaukee and 
florence or Forest Counties contrast strongly 
a such indices of economic capacity as in- 
come, natural resources, population density 
aid industrialization; Chippewa County, as 
awhole, is close to a state median position. 
The comparison here stresses local units 
within counties. Comparisons of localities 
among these counties indicate much greater 
share divergence. 

Within Milwaukee County—a relatively 
small, densely populated, industrialized area 
—the needs of citizens residing in separate 
political subdivisions are likely to differ to 
minor degrees. Sharing, by contrast, varies 
widely. The 1942 per capita income tax 
share in the town of Franklin was less than 
afiftieth of that of the village of Fox Point. 
Residents of Lake received fifteen times the 
per capita utility, terminal and telephone 
shares of members of the towns of Frank- 
lin, Milwaukee or Wauwatosa. Opposing 
this, the variance in full value tax rates 
among Milwaukee’s towns in 1945 was with- 
na 2:1 ratio. Residents of the town of 
Lommonwealth in Florence County received 
i times the per capita income tax share 
ot the adjacent town of Fern. Citizens of 
Wabeno, a town in Forest County, received 
tighty-three times the Crandon per capita 
meome tax share; residents of Blackwell 
(Forest) received five times the utility, tele- 
phone and terminal share of the adjacent 
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town, Laona. Full value tax rates in both 
Florence and Forest in 1945 varied between 
twenty-five and forty-nine mills; the highest 
town general property tax rate was less than 
twice the lowest. 


Among Chippewa’s local units similar 
conditions prevailed. Residents of Anson 
received over 350 times the income tax share 
of Ruby or Sampson. The discrepancy in 
utility, telephone and terminal sharing be- 
tween Anson’s receipts and the meager 
share to Cobum, about twenty-five miles 
away, was much greater. Again, neither 
full-value property tax rates nor per capita 
property tax burdens varied to nearly the 
same extent. 


Share treatment contrasts can be multi- 
plied and intensified by comparing towns in 
different counties. Lake (Milwaukee County), 
for example, received several thousand times 
the utility share of Fern in Florence County 
or Cobum in Chippewa County. The town of 
Milwaukee received a per capita income tax 
share 2,500 times that of Hiles in Forest 
County. Three of Wisconsin’s 1,279 towns 
received twenty-five per cent of the income 
tax share distributed in 1942.4 


Consequences 


What consequences is such a share dis- 
tribution likely to entail? 


(a) Inequity in distribution. 


Taxing in accordance with fiscal capacity 
and subsequently sharing the proceeds on 
the same basis necessarily relate shared 
taxes to fiscal capacity. Sources of income 
production are macrocosmic; yet money 
payments are concentrated. The benefits of 
income tax sharing coincide with the pay- 
ments concentration. Similarly, the fortuitous 
location of utility property able to bear tax- 
ation provides residents of some localities 
with shares many times larger than those 
of other localities. Inequity is inevitable 
where sharing depends on evidence of a 
priori capacity. 

4 Blough found that during 1926 residents of 
three towns paid over haif the normal income 
tax levy collected from the 1,279 town residents, 
J. Roy Blough, ‘‘The Geographical Problem in 
Wisconsin Taxation,’’ Wisconsin Tax Commis- 
sion, Bulletin 39, 1930, pp. 36-37. He also found 
1927 utility assessment distribution such that 
only 148 towns had assessments of $50,000 or 
over, whereas if assessments had been equally 
allocated each town in the state would have had 
close to a $50,000 assessment. Ibid, p. 39. A 
later study indicated that in 1942, ten towns, 
villages and cities received $25 or over per capita 
utility share; 1,196 received under $1 per capita. 
Cited in State Aids and Income Tax, Report of 
the Legislative Interim Committee on State 
Aids and Income Tax, Madison, 1945, p. 20. 
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(b) Lack of relationship to local needs. 


Not only is share treatment heterogeneous ; 
it is also inverse to local service needs. In- 
deed, share taxation is likely to contribute 
least to local need satisfaction when state 
assistance in this direction should be at a 
maximum, The important income taxation 
in the Wisconsin sharing system means that 
in periods of low economic activity, or for 
chronically impoverished rural towns, shares 
fall off appreciably. 


(c) Instability of yield conditions service 
achievement. 


From the veiwpoint of the state, flexibility 
in obligations to local units, to correlate 
with fluctuations in state revenues, is likely 
to be desirable.’ However, there is little 
diversity of opinion regarding the ‘severe 
problems arising from gyrations in local 
revenue. Revenue instability cannot serve 
as a rationale for denying essential services; 
nor can services be easily contracted or ex- 
panded to match changes in share returns. 
To consider share fluctuation as “the one 
real advantage over the grant,” ® would seem 
to negate a primary purpose of assistance. 
When both the usual state and local reve- 
nues are meager, the state is more favorably 
situated to draw on other resources and pre- 
serve service levels. Sharing instability indi- 
cates, too, that were Wisconsin localities widely 
to utilize the annual budget, or were local 
public works planning more widespread, 
sharing would offer little encouragement.” 


(d) Doubtful bases and allocations. 


In common with those other states, Wis- 
consin’s share arrangements developed piece- 
meal.* Among the resultant assortment of 
shared taxes, the income levy seeks to 
measure ability, the utility tax as it affects 
local shares weights property, and the liquor 
and telephone levies are commodity taxes. 
Presumably, the utility, telephone and terminal 
shares are in-lieu arrangements; yet the 
liquor, inheritance and insurance shares can 
hardly be considered compensatory. Allo- 
cations vary among all the major shared 


5H. M. Groves, Financing Government (re- 
vised edition), 1945, p. 525. 

6M. Newcomer, ‘‘Revenue Sharing Between 
Federal and State Governments and Between 
State and Local Governments,’’ Proceedings, 
National Tax Association, 1936 Conference, 
Pp. 28. 


‘J. Roy Blough, ‘‘The Relative Place of Sub- 
ventions and Tax Sharing,’’ in Tax Relations 
Among Governmental Units, Tax Policy League, 
1938, pp. 90-91. 

8It has been suggested that one underlying 
concept—pressure politics—has been a consistent 
criterion. ‘‘The Wisconsin Taxpayer,’’ Wiscon- 
sin Taxpayer’s Alliance, Vol. II, No. 6, March 
15, 1942, p. 2. 
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taxes with no apparent rationale. 
sistencies are numerous ev 
rate shared taxes.® 


€. Incon- 
en within Sepa- 


(e) Freezing of an economic pattern, 


Under present sharing arrangements the 
state returns to the local source of collec. 
tion the bulk of the most productive levies 
it imposes. The size of local share rests 
largely on evidence of existing economic 
capacity. Local units already Possessing the 
highest relative economic and fiscal capaci- 
ties receive the most assistance in maintain- 
ing and enhancing their fortunate positions. 
Units in greatest distress are encouraged 
least by shared tax assistance. Present 
share arrangements especially favor a small 
number of towns the economic capacity of 
which is in large measure simply the tax 
status of wider productivity. 


(f) Doubtful enhancement of local re- 
sponsibility. 

The view has been expressed that both 
aids and shares “encourage local irrespon- 
sibility,” * or that shares themselves are 
often considered “other people’s money,.”” 
Conclusions of this nature are debatable, but 
are not entirely to be discarded. Shares are 
not responsive to local wishes as to the serv- 
ices of government, administrative procedures 
or efficiency in performance. The tax yield 
of a state levy is the measuring rod for 
local share revenue, not the tax cost-service 
yield comparison common to locally im- 
posed and collected revenues or the per- 
formance standards common to aids. It is 
not to be suggested that shared taxes be tied 
to specific disbursements, but rather that 
state assistance should encourage local ex- 
amination of the purposes and operations of 
government. 


Alternatives 


Essentially, state assistance is not antag- 
onistic to local government, the main pur- 
pose of assistance being help to local efforts 
towards meeting responsibilities. Wiscon- 
sin’s present share assistance is not canalized 


® The comment of a legislative committee after 
reviewing moot points in utility sharing was 
that ‘‘there appears to be no logical answer €x- 
cept that the utility tax laws, like Topsy ‘just 
grew’.’’ Report of the Legislative Interim Com- 
mittee on State Aids and Income Tax, op C¢it., 
. 18. 
“ A. C. Millspaugh, Local Democracy and 
Crime Control, 1936, p. 183. 

1 Report of the New York State Commission 
on State Aid to Municipal Subdivisions, New 


York. Legislative Documents, No. 58, 1936, PD. 
11, 52. See also R. G. Hutchinson, State-Ad- 


ministered Locally Shared Taxes, 1931, PP. 


40-44. 
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yithin local need banks. Other adverse ef- 
fects are also likely consequences of sharing. 
Discussion of alternatives to present ar- 
rangements should center on the more de- 
sirable, as well as the apparently more feasible, 
partial changes, if we take into account the 
fxity of sharing. 

However, the adoption of the “Moore 
Plan” in New York * indicates that a care- 
yl examination of sharing and its alterna- 
tives can result in alterations in assistance 
¢ructures. The New York action shows 
that seemingly fixed fiscal patterns are in 
act alterable to bring state assistance closer 
need, It encourages re-examination of 
iternatives with the knowledge that changes 
wre not impossible of achievement, even 
though current patterns seem inflexible. 


















long-Range 
Sate Assistance Program 


The prospects that shared taxes them- 
elves can be sufficiently revised to accord 
with need are presently thin. As a pre- 
requisite to such a revision, however, need 
self must be more clearly conceived. This 
sk would appear to be a primary objective 
sorder to obtain the frame of reference 
ra long-range state assistance program. 
The path here is not smooth; some of the 
pitfalls in determining need are suggestive 
i the cautions necessary. Local services 
vay qualitatively, differences existing even 
within single functions. Needs are not 
homogeneous by place or time. Often serv- 
ies are intangible and only roughly trans- 
atable into money costs. Services and costs 
vary within a state geographically, cyclically, 
ad according to population density. <A 
, but certainly one of continuing 
aidity, is the tie between administrative 


emicy 


efi ency and resulting service performance. 














































Agreement is lacking on need measures. 
Proposals have ranged from single indices 
\specially income or property) to multi- 
actor formulas.“ Closest agreement seems 
See especially Report of the Commission on 
Municipal Revenues and Reduction of Real 
Estate Taxes, State of New York, Albany, 1946, 
New York Laws 1946, Chapter 301 (169th Legis- 
ature, Regular Session, 1946), and Thompson’s 
“ws of New York, 1946 Supplement—‘‘State 
rinance Law’’ pp. 684-91. 
_™P. Studenski, Measurement of Variations in 
State Economic and Fiscal Capacity, Social Secu- 
nity Board, Bureau of Research and Statistics, 
Memo 50, March, 1943. Gerig, Wueller, et al, 
The Fiscal Capacity of the States (Third Edi- 
on), Social Security Board, Memo No. 43, 1940, 
Specially pp. 1-51. M. Newcomer, An Indez of 
i Tarpaying Ability of State and Local Gov- 
ements, 1935, pp. 12-17. M. A. Bacon, Income 




























Sured Taxes in Wisconsin 





‘ independently. 


to be on income produced—if it could be 
adequately measured. In Wisconsin, in- 
come received, as measured by income tax 
returns, is probably the closest workable 
approach to relative fiscal capacity presently 
available, despite its enlarged defects when 
applied to local units. 


To relate shared taxes to need, reappor- 
tionment of Wisconsin income tax sharing 
probably would be necessary. This would 
be extremely difficult to achieve in the face 
of such obstacles as the very real difficulties 
revision would impose on some local units 
and the “political” pressure from localities 
now in a favored position.* Changes in 
other share taxes can be expected to meet 
similar opposition. The time-tested reluctance 
of all governments to surrender revenue 
sources and the strong inclination to local 
autonomy in Wisconsin are added elements 
tempering share alteration to meet need or 
equity standards. 


It is more realistic to face the likelihood 
that long-range attempts to shove up the 
shared tax system would be hopelessly in- 
termingled with interest pressures and com- 
promises. Extermination of sharing (with 
the exception of a few taxes) is a better 
alternative than the nullification of goals 
under the guise of reaching for them. Ex- 
ception might well be made for continuation 
of a few areas—possibly in the insurance 
premium, terminal and REA taxes—to 
recognize in-lieu advantages and to provide 
some revenues which localities could spend 
However, where sharing is 
as inequitable as it is for the income or 
utility levies, in-lieu reasoning should be- 
come secondary to need measures. 


Revision or minimizaton of shared taxes 
would, of course, require changes elsewhere 
to compensate for the difficulties arising, and 
to induce compatibility of other elenrents of 
local government with need. Were few 
taxes to be shared, the role of state aids 
would bear re-examination as to the de- 
sirability of expansion or shifting of weight. 
Again, local functions are now, at least in 
part, predicated on share revenue, and hence 
might require reallocation as to the level of 
government performing the service. Re- 


as an Index of the Fiscal Capacity of Michigan 
Counties, Michigan Governmental Studies, Bu- 
reau of Government of the University of Mich- 
igan, 1941, pp. 17-27. 


14 The shower of criticism greeting bills intro- 
duced in the 1943 legislature to put allocation 
on a per capita basis was stimulated by making 
available to the legislators data showing the 
‘‘before and after’’ position of localities. In the 
current session an effort partially to weight 
population in income tax sharing died quickly. 
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sponsibilities for funding local services must 
be broadened or, particularly for large cities, 
local tax powers expanded. It is obvious 
that share taxation does not stand or fall 
independently of the entire weave of state- 
local relationships. 

If-past experience is a reliable guide, 
realization of the “ideal” solution suggested 
above cannot be expected in the near future. 
The task to be accomplished is more likely 
to be the easing of conflicts between sharing 
and the objectives of local government per- 
formance, by a piecemeal approach. This 
approach is not without merit—it encourages 
gradual readjustment of expectations so that 
local governments can continue as going 
concerns while alterations are in progress. 
The New York “taper,” adopted under the 
Moore Plan, is an example of the applica- 
tion of a device for gradual adjustment to 
assistance changes.” 

Numerous possibilities can be suggested 
for separate or, more desirably, conjoint ac- 
tion to improve share taxation. One way 
would be a tax-by-tax revision of sharing. 
Perhaps the strongest recent criticism of 
shared taxes in Wisconsin has related to 
utility shares. A start might well be made 
here to “de-emphasize” property location. 
Or a greater portion of the income tax might 
be withheld for redistribution as a need- 
based aid. Similarly, part of the liquor pro- 
ceeds might be utilized in a manner more 
consistent with service requirements than 
with population. Inheritance proceeds might 
be withheld entirely. 


Minimum Service Standards 


A more forthright approach, however, is 
to move in the direction of establishing state- 
supported minimum service levels and to 
support these levels increasingly from funds 
formerly shared. It is not impossible for 
the state and localities together to develop 
reasonable service patterns designed for 
varying local conditions, classifying locali- 
ties by indices of need and capacity. Shared 
levies could be oriented to support the serv- 
ice standards as they are developed. This, 
in effect, means the abandonment of sharing 
in favor of an aid system. By this plan, too, 
services and their financing could be in- 
tegrated more beneficially than by their present 
independence in respect to some services and 
privileged integration in respect to a few 
others. 





% The maximum yearly local gain or loss 
under the plan is limited to ten per cent of the 
share received in the local fiscal year of 1944. 
Adjustment is to continue until the new position 
is achieved or the federal census is com- 
pleted. 
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Localities of relatively high fiscal capacity 
should be encouraged to exceed minimuy 
service standards, to meet local need dif. 
ferences and to pioneer in emerging ans ‘ 
areas. In general, the limiting factor for 
achievements in local service initiative has 
been the inelasticity of the Property tax base 
The most logical advance necessary here i 
legislation for new sources of state-adminis- 
tered revenues locally imposed and locally 
used. The local tax base, especially that of 
the larger city, should be expanded by 
making available progressive, or at least 
proportional, taxes. State assistance én. 
signed to help local government cannot 
afford to ignore ways to help localities help 
themselves, 


ice 


Other approaches to the easing of the 
share-need conflict are worth consideration, 
However, none can proceed without corollary 
consideration of change in functional re- 
sponsibilities. Localities cannot be expected 
to forgo revenues without eased burdens or 
alternative means of support. Current prob- 
lems of local finance are already sufficiently 
severe. Towns, villages or cities of high 
fiscal capacity may receive shares dispro- 
portionate to their relative assistance needs. 
yet generally find themselves pressed for 
revenue adequate to support higher service 
performances. 


Recognition of the far-reaching implica- 
tions of this problem accounts in part for 
hesitation in changing share arrangements, 
even though many citizens of the state see 
the difficulties resulting from present share 
taxation. In part, too, the hesitation arises 
from evaluating proposals for change by 
the “what do we give and what do we get,” 
or dollar-exchange, standard. Here again, 
then, the task is to agree on standards of 
state assistance. An approach to the prob- 
lem via the need and fiscal-capacity route 
offers more relevant considerations of how 
the state can best forward local government, 
than an approach through local quid-pro- 
quo trading. Instead of give-and-take ar- 
rangements or shifts in isolated taxes and 
functions, the central issue should be the 
adjustment of the need-satisfaction of local 
residents, together with maximum use 
local and state fiscal capacities. This issue 
cuts across rigid lines of functional alloc 
tion, service performance and financing of 
services. It calls for re-examination both of 
services and their financing—a broader prob- 
lem than shared taxation, but one in which 
the consequences of and _ alternatives to 
shared levies cannot be ignored. [The End] 
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[serene UU EERE 


to the Sale of a Business 


By |. KALISH . . . 


a practicing certified public accountant for the 


past twenty years and a principal in the firm of Kalish, Rubinroit 
and Company, certified public accountants in New York City. 


ODAY, more than ever, accountants and 
} avian are confronted by clients who 
desire to sell their businesses. Being offered 
uusually high prices, which mean big 
profits, the businessman cannot resist the 
mptation to sell. But with individual in- 
come tax rates at an almost record high, 
he still cannot afford to make the sale with- 
out first talking it over with his accountant 
and attorney. 


Where the proposed sale is not entirely 
for cash, one of the first problems that the 
tax man studies is whether the gain can be 
reported on the installment basis. In this 
way he saves his client from paying tax 
money to the government before the client 
atually collects the profit money, Of 
course, this is the very purpose of the in- 
stallment basis provisions in the law. The 
tile is particularly important today because 
the profits involved are generally greater, 
so that the tax is correspondingly larger. 
Also, since we are now facing a period of 
declining income tax rates, by pushing the 
proit forward into the year of actual cash 
receipts it is likely that the profits will be 
taxed at lower rates. 


One of the most important requirements 
lor reporting the gain from the sale of a 
business on the installment basis is that the 
amount of money received in the year of sale 
must not exceed thirty per cent of the sell- 
ing price. In other words, at least seventy 
per cent of the total selling price must be 
paid for in notes or other evidences of in- 
debtedness, which must still be outstanding 
at the end of the year of sale. For example, 
ithe selling price of the business is $100,000, 
and the amount of money or property re- 
celved in the year of sale does not exceed 
$90,000, the gain may be reported on the 
installment basis. That is, $30,000 does not 
exceed thirty per cent of the selling price. 


Installment Basis 


But suppose that the amount to be received 
in the year of sale is $40,000. Since this 
amount exceeds thirty per cent of the total 
proceeds, the installment basis provisions 
obviously do not apply. Yet I believe that 
in such circumstances the installment basis 
provisions can properly be made to apply. 
This can be done by changing the nature 
of the transaction from one sale to several 
sales. That is, the accountant could recom- 
mend that instead of making one sale of 
the business, his client make separate sales 
of the various assets. Some words of ex- 
planation follow. 


What, fundamentally, does an individual 
sell when he sells a business? He is really 
selling the assets of the business, which 
generally include items such as inventory, 
fixtures and good will. The good will rep- 
resents, in part, the combining of the other 
assets to constitute a going business. Sup- 
pose, then, that client A can sell his busi- 
ness for $100,000, and is able to receive 
$40,000 in cash at the time of the sale. Also, 
let us assume that the $100,000 really is 
being received for inventory, fixtures and 
good will, on the following basis: 


$35,000 for inventory 
$45,000 for fixtures 
$20,000 for good will 


If a single sale of the business is made for 
$100,000 and $40,000 is received in cash, the 
gain may not be reported on the installment 
basis. But suppose, instead, that client A 
makes separate sales of the individual assets 
on the following basis. First, the inventory 
is sold, dollar for dollar, for $35,000 in cash. 
Such a sale is recorded as a regular business 
transaction, a bill being rendered and pay- 
ment received. No gain accrues here be- 
cause the sale is on dollar-for-dollar basis. 
The receipt of the $35,000 in cash has no 
tax effect. Second, the ‘fixtures are sold 
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for $45,000, of which $5,000 is paid in cash 
and the balance in notes payable in future 
years. Since less than thirty per cent of the 
selling price of the fixtures is received in 
money or property in the year of sale, the 
gain on the sale of the fixtures may be re- 
ported on the installment basis, as the notes 
are paid. Finally, the good will is sold for 
$20,000, the entire price consisting of notes 
payable in future years. Again the gain is 
reported on the installment basis, as the 
notes are paid, since less than thirty per cent 
of the sales price is received in money or 
property in the year of sale. 


Williams Case 


There appears to be no reason why the 
sale of a business may not be handled this 
way. It has already been explained that 
this is technically the more correct manner 
of negotiating the deal. In any event, how- 
ever, the following authority supports this 
view. In Williams v. McGowan [46-1 ustc 
49120], 152 F. (2d) 570, the Second Circuit 
Court held that the sale of an individual pro- 
prietorship is really thé sale of the assets. 
In other words, for tax purposes there is 
no suck thing as “the business” which exists 
apart from the assets contained in the busi- 
ness. This decision was reached under 
circumstances in which the sale took the 
form of a unit sale of the business as a 
whole, rather than that of several sales of 
the various assets. Where the transaction 
takes the latter form, the same result is. even 
more strongly required. 


Of course, we are dealing here with the 
sale of an individual proprietorship. This is 
also true of the Williams case, and should 
be distinguished from cases which involve 
the sale of a partnership interest. In those 
cases, a partner’s interest in a going firm 
is separate from the partnership assets. 
Stilgenbauer v. United States [40-2 ustc 
$9771], 115 F. (2d) 283; McClellan v. Com- 
missioner [41-1 uste § 9278], 117 F. (2d) 
988; Commissioner v. Shapiro [42-1 ustc 
7 9260], 125 F. (2d) 532. But they probably 
would hold as in the Williams case if all 
the partners joined together to sell the entire 
business. 


It is true that the principal issue in Wil- 
liams v. McGowan was whether the asset 
sold was a capital asset under Section 117 
(a) (1). But, as the court clearly explains, 
to determine this question it first had to 
decide a more fundamental question. When 
an individual proprietorship is sold, what 
are the real assets that are sold? 
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secondary issue is crystallized in the fol- 
lowing language: 


“We have to decide only whether y 0 
the sale of a going business it is to be ae 
minuted into its fragments, and these nee 
to be separately matched against the defini- 
tion in section 117 (a) (1), or whether the 
whole business is to be treated as if it were 
a single piece of property.” 


It is this secondary issue with which we 
are concerned, and there is no reason why 
the conclusion in the Williams case should 
not be controlling here. In fact, as previ- 
ously shown, the same result is more manda- 
tory here because of the proposed form of 
the transaction. That is, in the Williams 
case the court decided that there were sey- 
eral sales of different assets even though 
the transaction appeared as one sale of the 
business as a unit. Here it is proposed actu- 
ally to have several sales of the individual 
assets. 


Arkay Case 


At this point, the tax practitioner may 
say, “Agreed; but Arkay Drug Company and 
Merit Drug Company, [CCH Dec. 14,234 
(M)], 3 TCM 1194 (1944), B. T. A. Memo. 
Dec., Nov. 7, 1944, holds to the contrary.” 
The answer is that this case is only a memo- 
randum opinion decided before the Williams 
case, and that the latter decision on the same 
facts in effect overrules the Arkay case. In 
any event, however, the Arkay case is distin- 
guishable in the following respect: 


“A single bill of sale covered the entire 
transaction and the consideration set 
forth therein was the total consideration for 
the sale of the entire store . . . and the bill 
of sale specifies that the store is being pur- 
chased as a going concern.” 


The court also stated: 


“We do not think that the fact that the 
bill of sale later particularizes as to the allo- 
cation of the consideration agreed on between 
the several classes of property sold indicates 
that it was the intention of the parties that 
several separate and distinct sales were 
being negotiated. The fair and reasonable 
import of the entire document is that a 
single sale was made of the entire store.” 


In other words, in that case the court 
found that only one sale had occurred. Here 
it is suggested that several sales be effected. 


Since the underlying concept of the Arkay 
case has been overruled by Williams v. Mc- 
Gowan, however, this point need not be 


labored here. [The End] 
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INVOLUNTARY LIQUIDATIONS AND 
REPLACEMENTS OF LIFO TAXPAYERS 


By 


JEROME TANNENBAUM 


‘ECTION 22(d)(6) was added to the In- 
0 ternal Revenue Code by Section 119 of the 
Revenue Act of 1942, and amended by Sec- 
tion 110 of the Revenue Act of 1943. In 
this section of the Code, as amended, Con- 
oress affords to taxpayers using the last-in- 
frst-out elective inventory method a measure 
of relief from the unfavorable consequences 
of the use of the method where taxpayers 
ae forced to liquidate their base stock in- 
yentories by recent or “prevailing” war con- 
ditions beyond their control.* 


The Senate Finance Committee report ac- 

companving the Revenue Bill of 1942 stated: 
‘In the case of most taxpayers using the 
dective inventory method, the base stock 
inventory has been carried at the relatively 
low cost figures reflected in the purchases 
i 1938, 1939, and 1940. Under the elective 
nventory method, and so long as condi- 
tions remained normal and the taxpayer 
continued in the same business, these low 
cost figures would never enter, for tax pur- 
poses, into the computation of the cost of 
goods sold. The goods on hand at the 
lose of the taxable year are treated as 
being those on hand at the beginning of the 
taxable year.” ? 


_ "Senate Finance Committee Report No. 1631, 
. 82 (77th Congress, 2nd Session), Revenue 
Bill of 1942, 

*Conference Report No. 2586, p. 38, Amend- 


nent No. 46 (77th Congress, 2nd Session), Rev- 
tue Act of 1942, 





Congress did not contemplate, when it 
permitted the use of the LIFO method, 
that taxpayers would be compelled to liqui- 
date their base stock inventories.* Although 
the profits realized in the past years were 
ignored or, rather, postponed under the 
LIFO method, taxpayers using that method 
have been faced with the problem of invol- 
untarily liquidating their inventories and 
realizing taxable gains (on any such liqui- 
dation). Gains realized over a period of 
prior years would be suddenly lumped to- 
gether in the year of involuntary liquida- 
tion, and such concentrated gains, instead 
of being spread over the various years, 
would be taxed as the gains of the vear af 
involuntary liquidation. The enforced liqui- 
dation of the low cost base stock inventory 
subjected the taxpayer to a tax burden not 
contemplated by Congress in the enactment 
of the elective inventory provisions. 

Congress realized in 1942 that taxpayers 
were not able, or would not be permitted by 
the government, to maintain their normal 


3 See footnote 1, supra. 


The author, a former special attorney in the Legisla- 
tion and Regulations Division, Penal Division, and 
“Section 722” branch of the Review Division, of the 
Chief Counsel’s Office of the Bureau of Internal Rev- 
nue, is a practicing tax attorney in New York City 
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stock of merchandise, and that base stock 
inventories were being depleted as the di- 
rect consequence of war conditions beyond 
the control of taxpayers.* Those war con- 
ditions are specified as (1) enemy capture 
or control of limited foreign supply sources, 
(2) shipping or other transportation short- 
ages, (3) material shortages due to priori- 
ties or allocations, (4) labor shortages or 
(5) other war conditions beyond the tax- 
payer’s control. The liquidation is not 
deemed involuntary if the taxpayer discon- 
tinues a merchandise item for financial or 
business reasons. The depletion must be a 
result of the inability, due to war conditions, 
to maintain a normal inventory. 


Since Congress believed that the taxpayer 
should not be subjected to an increased tax 
burden by reason of the unavoidable liqui- 
dation or the involuntary change in form 
of its base stock inventory. Section 22(d) 
(6) was added to the Code, and subsequently 
amended, to grant relief. 


Termination of War 


It is interesting to observe, for purposes 
of applying this section, that the President, 
at the time of the drafting of this article, 
has not proclaimed the termination of the 
war. Accordingly, the war is still in effect 
for such purposes. 


Replacement Conditions 


Under this relief provision, the taxpayer 
has three years after the termination of the 
war, as and when proclaimed by the Presi- 
dent, within which to replace in kind (for 
tax purposes) the merchandise inventory 
involuntarily liquidated. However, the tax- 
payer must meet certain conditions to ob- 
tain this relief, to wit: 


(1) The taxpayer has the burden of prov- 
ing to the satisfaction of the Commissioner 
that he does not have on hand in his clos- 
ing inventory (for the year of liquidation) 
goods of the kind, description and quantity 
included in his opening inventory—that is, 
that his inventory is depleted for the tax- 
able year. 


(2) He must prove that his accounts for 
the taxable year properly reflect the deple- 
tion or liquidation. 


(3) He must prove that the liquidation 
(or depletion) is “involuntary” within the 
meaning of the regulations. 


4Senate Finance Committee Report No. 1631, 
supra, p. 83. 
5 Cf. Section 29.22 (d)-7, Regulations 111. 
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(4) He must prove that the 
voluntary liquidation ended bef 
mination of the war. 


(5) At the time the taxpayer files hig jn. 
come tax return for the year reflecting the 
decrease, he must attach to his return a 
statement containing his irrevocable election 
to make use of the involuntary liquidation 
and replacement provisions of Section 22 


(d)\(6). 


year of in. 
Ore the ter. 


op the tax @ 
(6) The taxpayer must make the replace. | year of liq 
ment within three years after the end of the | 
war. Adjustme 
° ope Among 
Availability and Effect of Election | siher upw 
The election was first made available agit 
under the applicability provisions of the pe . 
Revenue Act of 1942, to taxable years be- ~ he 
ginning after December 31, 1941. The inven- - sy 
tory replacement and involuntary liquidation ite or 
provisions of Section 22(d)(6) of the Inter- are is 
nal Revenue Code were subsequently made ye 
applicable to taxable years beginning after em 
December 31, 1940.°% As such, a taxable mo 
year ending before January 1, 1941, cannot “ = 
be treated as a year of involuntary liquida- Presive 
tion even though a taxpayer’s base stock ee 
inventory was depleted for any prior year. teh 
An election which is exercised for a year J ad the 
of involuntary liquidation applies only to § to reflect 
that year. Moreover, the filing of an elec- J} tax, exce 
tion for a year of involuntary liquidation profits t 
does not, in and of itself, affect (1) the § by the a 
valuation of the closing inventory for such subject t 


year, (2) the profits realized during the year 
as a result of the involuntary liquidation or 
(3) the tax imposed on any such profits. 


Claim 





Such profits are computed in accordance Pi 
with the LIFO method of accounting regu “ih a 
larly employed by the taxpayer in keeping the allo 
his books, and the tax must be paid on such aide é 
profits in the usual course and within the]... 4, 
usual prescribed time. valli 
It is quite evident that until the replace } interest 
ment occurs, adjustments cannot be made J such re 
with respect to the closing inventory of the ] adjustn 
year of liquidation or with respect to the | ments : 
opening or closing inventories of any tax- made v 
able year intervening between the year 0 tations 
liquidation and the year of replacement a J ‘sions 
an incident to the ultimate replacement. The other t 
adjustments cannot be determined until the visions 
merchandise replacements actually take § tion 37 
place in a subsequent year. In c 
When the merchandise replacement is ub J "" 0 
timately made in the later year (but not J “iow 
later than three years after the end of the | 1 ¢,, 
* Section 110, Revenue Act of 1943. _ 
Involt 
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at), the tax consequences of the election 
woe effect. One consequence of the elec- 
ps is that (when the merchandise replace- 
ment iS actually made in the later year) the 
woods constituting the replacement are 
‘aken into the closing inventory for the 


var of replacement and for subsequent 


vears at the opening inventory cost used in 
the year of liquidation for the goods re- 
rey Other consequences depend upon 


the tax adjustments to i. uae foe tn 
year of liquidation. 


Adjustments 


Among the items which must be adjusted, 
either upward or downward, is the earnings- 
an¢-profits account for the year of liquida- 
tion, Likewise, consistent adjustments 
must be made with respect to any determi- 
ration involving earnings and profits avail- 
able for taxable distribution and with re- 
spect to earnings as a factor of invested 
capital for the year. Net operating loss 
and unused excess profits credit carry-backs 
and carry-overs from the year of liquidation 
wil also be subject to adjustment. 

It follows that, in order to give effect to 
those adjustments, similar and related items 
sjany preceding taxable year and all years 
intervening between the year of liquidation 
aid the year of replacement are required 
to reflect the proper adjustments. Income 
tax, excess profits tax and declared excess 
profits tax liabilities for the years affected 
by the adjustments will, of course, also be 
subject to redetermination. 


Claim for Refund or Credit 


A claim for credit or refund or a notice 
of deficiency must be filed or issued (as the 
case may be) as a condition precedent to 
the allowance thereof. Appropriate adjust- 
ments must be made within three years af- 
ter the date of the filing of the income tax 
return for the year of replacement. No 
interest, however, will be payable on any 
such refund or deficiency. Moreover, the 
adjustments relating to inventory replace- 
ments and involuntary liquidations may be 
made without regard to any statute of limi- 
lations, closing agreements, final court de- 
usions (or doctrine of res judicata), or any 
ither restrictions of law other than the pro- 


visions relating to compromises under Sec- 
tion 3761 of the Code.” 


In case there has been a final determina- 


tion of tax liability for a taxable year, the 
amount of adjustment to be made under 


"Conference Report No. 2586, p. 38 (77th Con- 
gress, 2nd Session), Revenue Act of 1942. 


Involuntary Liquidations 


Section 22 (d) (6) (E) of the Code in com- 
puting a credit or refund, or a deficiency, 
must be determined without regard to any 
factors which do not arise from the adjust- 
ments relating to the inventory replace- 
ments and involuntary liquidations. The 
amount of credit or refund, or of deficiency, 
is not diminished (in any such case) by any 
credit or set-off based upon any item, in- 
clusion, deduction, credit, exemption, gain 
or loss which does not result from the ad- 
justments for inventory replacements and 
involuntary liquidations. The statute pre- 
scribes this limitation even though no effect 
was given to the other factors in any prior 
final determination.® 


Treatment of Inventory 


Replacements 

The goods involved in the most recent 
inventory liquidations are deemed to be the 
first replaced in any subsequent inventory 
increases of goods of like character. This 
treatment is followed without regard to 
whether such inventory liquidations are vol- 
untary or involuntary, or whether they are 
effected before or after the end of the war. 
However, a closing inventory increase for 
a year subsequent to the year of liquidation 
but prior to the complete replacement of 
the goods so liquidated, is not treated as a 
replacement of goods involuntarily liquid- 
ated if the increase involves (1) goods of a 
different character, (2) goods processed in 
a substantially different manner, (3) goods 
manufactured from a different type or raw 
material, (4) goods fabricated along sub- 
stantially different styles or shapes or (5) 
goods devoted to a substantially different 
purpose or use.® 


Conclusion 


Where the actual replacement costs ex- 
ceed the opening inventory cost of the goods 
replaced, the excess is charged to income 
for the year of liquidation, thereby reducing 
the taxable income for such year. How- 
ever, if the actual replacement costs are less 
than the opening inventory cost of the 
goods replaced, the difference is added to 
income for the year of liquidation. The ulti- 
mate replacement, and the resulting adjust- 
ments for the year of liquidation and other 
years, may have other favorable or adverse 
consequences, depending on the facts and 
circumstances surrounding each particular 
case, which should be considered before the 
election is exercised. [The End] 


8 Section 22 (d) (6) (E), I. R. C., as amended, 
®° Senate Finance Committee Report No. 1631, 
supra, Pp. 83. 
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The Business Purpose Doctrine 


By GEORGE B. LOURIE 


THE AUTHOR, A BOSTON ATTORNEY 
DISCUSSES THE SUBJECT AS IT APPLIgs 
TO CORPORATE REORGANIZATIONS 


ih trtows LAW, like the law dealing with 

- many other subjects, contains many ex- 
amples of enlargement of literal statutory 
language, by judicial interpretation, to achieve 
a fundamental legislative objective. Such 
interpretation is often made to limit the 
application of specific statutory provisions 
to the primary purposes of the enactment 
and to prevent the use of such provisions 
for purposes beyond, or in variance with, 
the original intentions of the enacting body. 
The addition of the so-called “business pur- 
pose” qualification to the statutory provi- 
sions relating to corporation reorganizations 
is an example of such judicial interpretation. 

The basic purpose of the reorganization 
provisions under Section 112 of the Internal 
Revenue Code is to permit a business to 
alter its corporate structure, in certain 
specified manners, where such changes are 
dictated by the needs of the business, with- 
out the imposition of a present tax. Section 
29.112 (g)-1 of Treasury Regulations 111. 
describes this purpose as “to except from 
the general rule’ certain specifically de- 
scribed exchanges incident to such readjust- 
ments of structure ... as are 
required by business exigencies.” (Italics sup- 
plied.) 


The various subsections of Section 112 of 


corporate 


the Code describe the specific changes of 
corporate structure which may be adopted 
by corporations without the present recog- 
nition of taxable gain or loss and limit the 
situations wherein such changes may be made. 
By judicial interpretation, these situations 


1 The general rule is that ‘‘upon the exchange 
of property, gain or loss must be accounted for 
if the new property differs in a material par- 
ticular, either in kind or in extent, from the old 
property.”’ 
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Regulations 111, Section 29.112(g)-1. 
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of the sto 
are further limited to those that conform stead, the 
to the basic purpose of the reorganization | ™ ~ 
provisions of the Code and are diciated woe 
by the business purpose and needs of the wn z 
corporate entities involved. All corporate and the 
reorganizations involve exchanges and/or exchange 
other transactions that normally entail tax —" 
consequences. If a corporate reorganization : me . 
comes within the technical provisions of the basis 
Section 112 of the Code and meets the tests Astock a 
as to general policy imposed by judicial in- oe ee 
terpretation, these normal tax consequences ps aid 
are postponed and no gain or loss is pres- J oe 
ently recognized as the result of the reor- poo 
ganization. If either of these requirements —s 
are lacking, the transaction is not recog- on 
nized as a corporate reorganization so far ag 


as the postponement of tax consequences 
is concerned. In the realm of judicial inter- 
pretation, this article will be limited toa 
discussion of the so-called “business pur- 
pose” doctrine. The cases relating to the 
requirement of continuity of interest and 
the necessity of viewing the transactions as 
a whole rather than considering each step 
separately will not be considered in detail 
except as they relate to a determination ot 
“business purpose.” 
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The existence or nonexistence of a “busi- alee 
ness purpose” in connection with a corpo- The . 
rate reorganization, with the consequent vis de 
holding of such transaction as a valid or an nl hon 
invalid reorganization for tax purposes, ther ¢ 
“depends upon the particular facts in each treated, 
case.” Lewis v. Commissioner [47-1 UST B the py: 
§ 9215] (CCA-1, April 9, 1947). The me- J that yw, 
chanics employed are not determinative, and sarticul 
full inquiry must be made into each particu- me int 
lar situation with special regard to the ends } vide as 
sought to be attained by the reorganization. J ton in 
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Gregory Case 


4 common type of case wherein a lack 
of “business purpose has been found by 
the courts is the case where the technique 
and forms of a corporate reorganization 
have been used in an attempt to effectuate 
stransfer of property in such a manner as 
iy create a tax Saving Over the normal man- 
ie of such transfer. The leading example 
Gregory v. Helvering [35-1 ustc § 9043], 
93 U, S. 465, 55 S. Ct. 266 (1935). In that 
cm the A corporation held as one of its 
assets a block of stock in the X corporation. 
The sole shareholder of the A corporation 
jesired to sell this stock. If the X corpo- 
ation stock had been transferred to her in 
the normal manner by the A corporation, 
che would have been taxed for the full value 
of the stock as a dividend distribution. In- 
sead, the technique and forms of a corpo- 
rate reorganization were employed in an 
attempt to cloak the true nature of the trans- 
action. A new corporation B was formed 
and the X stock was transferred to it in 
exchange for all its capital stock, which 
was distributed to A’s sole shareholder by 
A. The shareholder thereupon apportioned 
the basis of the stock she held between the 
Astock and the B stock. The B corporation 
yas then liquidated and the X stock was 
transferred to the sole shareholder of the 
B corporation, who sold the stock. She 
reported a capital gain of the difference be- 
tween the sale price of the X stock and the 
apportioned yalue of the B stock. The Com- 
missioner taxed her as if she had obtained 
the X stock as a dividend. The so-called 
reorganization was held to have lacked any 
purpose germane to the corporations which 
were parties to the reorganization, and 
therefore to have been a sham. The remedy 
in this case is important. The transfer to 
the newly created corporation was not rec- 
ognized. Instead, it was labeled a sham 
and entirely disregarded, the tax being im- 
posed upon the shareholder as if she had 
received the X stock directly from the A 
corporation without the B corporation’s ever 
existing, 

The reorganization in the Gregory case 
vas disregarded because it used the guise 
ind form of a reorganization for a purpose 
ither than that for which such form was 
reated, a purpose which had no relation to 
‘te business activities of the corporations 
‘hat were parties to the transaction. The 
jarticular form of reorganization used was 
me intended to enable a corporation to di- 
vide assets or business of a single corpora- 
lon into two corporations which remain 


The Business Purpose Doctrine 


under the same control and continue the 
operation of the business under the revised 
corporate structure, if it is to the advantage 
of the business to be so conducted.2 The 
fact that the revision of the corporate struc- 
ture results in tax savings is not a deciding 
factor in determining the validity of the re- 
organization. The test to be applied is whether 
the new corporate set-up actually is what 
it appears to be in form or is merely a cloak 
to cover up another type of transaction such 
as a partial liquidation, a dividend declaration, 
a sale of assets or a transfer of owner- 
ship, under the form of a corporate reor- 
ganization. In determining this question, 
the continuation of the operation of the busi- 
ness for an indefinite period of time under 
the reorganized corporate set-up and the 
same control, is the strongest evidence of 
the validity of the transaction. This inter- 
pretation of the Gregory case was forcefully 
stated in the case of Chisholm v. Commissioner 
{35-2 ustc § 9493], 79 F. (2d) 14 (CCA-2, 
1935), cert. denied 296 U. S. 641, 56 S. 
Ct. 174, in which the court stated: 


“In Gregory v. Helvering the in- 
corporators adopted the usual form for cre- 
ating business corporations; but their intent, 
or purpose, was merely to draught the 
papers, in fact not to create corporations as 
the court understood that word. That was 
the purpose which defeated their exemption, 
not the accompanying purpose to escape 
taxation; that purpose was legally neutral. 
Had they really meant to conduct a busi- 
ness by means of the two reorganized com- 
panies, they would have escaped whatever 
other aim they might have had, whether to 
avoid taxes, or to regenerate the world.” 


Division into Two Corporations 


Following the above-cited interpretation 
of the Gregory case, a division of a corpo- 
rate business into two corporations which 
continued to function has been upheld even 
though tax savings resulted. In J. R. Wood 
& Sons, Inc. v. U. S. [42-2 ustc J 9682], 46 
F. Supp. 877 (Ct. Cls., 1942), corporation A 
conducted a watch business and a jewelry 
business. A new corporation was organized, 
and all assets connected with the watch 
business were transferred to it in exchange 
for all its capital stock. T’he purpose of this 
transfer was to overcome merchandising 
problems and difficulties which had been 
experienced by corporation A. This trans- 


2See Section 112(g)(1)(D), Internal Revenue 
Code. This is the comparable provision although 
an earlier act was involved in the Gregory case. 
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fer was consummated a short time before 
the effective date of an act imposing a new 
excise tax on imported watches. Such tax 
was levied upon sales by an original im- 
porter, but did not apply to sales by dealers 
other than the original importer. The Com- 
missioner imposed the tax in this case on 
the theory that the reorganization was a 
sham to avoid the tax. The taxpayer recov- 
ered the tax paid. In passing upon the val- 
idity of the reorganization, the court stated: 


“In the case at bar the transaction was 
in fact what it appeared to be in form. The 
new corporation was not merely a shell or 
a scheme to avoid taxes. It was not intended 
as such. The purpose and intent in reality 
were to conduct the watch business by a 
separate corporation to the end that the 
merchandising problems and_ difficulties 
which had been experienced might be over- 
come and the watch business of the new 
corporation was so conducted. The fact 
that the organization of the new corporation 
had some effect on the amount of tax which 
plaintiff would otherwise have to pay does 
not, as was held by the Court in Chisholm 
v. Commissioner of Internal Revenue . . ., re- 
quire or justify the holding that plaintiff should 
nevertheless pay the excise tax upon the 
sales of watches by the new corporation.” * 


The division of the real estate holding and 
operating parts of a business into corpora- 
tions, with a lease from the holding to the 
operating corporation, was held bv the Tax 
Court in the case of Minnesota Mortuaries 
[CCH Dec. 14,209], 4 TC 280, to serve “a 
uséful business purpose” and not to involve 
an element of tax evasion. The Tax Court’s 
decision was based upon the following find- 
ings of fact: 


“Prior to 1929 Walter P. Quist and N. O. 
Welander were separately engaged in the fu- 
neral direction business. In 1929 they en- 
tered into negotiations for the merger of 
their separate businesses. After discussions 
which continued over a period of seven or 
eight months, they decided to separate the 
holding and management of the real prop- 
erty necessary to the conduct of the business 
from the professional and personal service 
side of the business. They -felt that in this 
way they could establish a more efficient 
plan of operation in that the cost of the 
individual funeral could be more easily de- 


termined. It was also believed that this 


°'To a similar effect, not involving a reorgani- 
zation. but where the sale was to a controlled 
corporation. see Samson Tire & Rubber Corpo- 
ration v. Rogan [43-1 ustc {§ 9485], 136 F. (2d) 


345 CCA-9, 1943, cert. denied 320 U. S. 770, 64 
S. Ct. 31. 
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arrangement would facilitate a profit-sharing 
plan which they had in mind for their ae 
ployees, based solely upon the personal serv. 
ice of the employee. It was also considered 
advisable to separate the hazards and risks 
incident to the operating busine Ke 
business of holding 
property.” 


Ss from the 
and Managing the re 


al 
Although this case did not involve a corpo- 
rate reorganization, but rather an original 
form of incorporation, the basis of the court’s 


finding of a useful business purpose would @ 
appear to be equally applicable to the former § '% the P 
type of transaction, corporatio 
i Sectio 

, Court. I 

Transfers to New Corporations | pec 1496 
Reorganizations involving transfers of 4 1046), the 
part of the business or assets of a corpora- ence of a | 
tion to a new corporation were probably § yerties fro 
discouraged in recent years because of the | One of th 
provisions of Section 129 of the Internal } the court 
Revenue Code. The second example cited } of the tr 


in Regulations 111, Section 29.129-3, of the 
type of transaction within the prohibition 
of Section 129 is the following: 


each thea 
for negot 





fr more 

“(2) A corporation with large profits § srangers 
transfers the assets of each of its branches § Dec, 151 
or departments to newly organized corpo- § 1946), th 
rations in order to secure the benefit of the B isence « 
exemption provided in Section 710 (b) (1).” sockhole 
Inasmuch as each newly organized corpo- § the oper: 
ration automatically secured the exemption § stations 
referred to for excess profits tax computa- § tion, In 
tion ($10,000), any reorganization which had J gressed 
the effect of transferring profits to a newly § ership ; 
formed corporation immediately became sus- } jysiness 
pect as constituting a violation of this sec- J ), Barg 
tion. With the demise of the excess profits J j; 949/4 
tax law, however, the deterrent effect of this lose 
section on such types of reorganization is froan the 
no longer operative, and general business fo 
purposes may again be followed if sucha sania 
type of reorganization is deemed to be in § In m 
the best interests of the business. sought | 
corpora’ 

, it lacke 
Partnership of Stockholders egy 
There have been a considerable number “Tye 


of recent cases where the business of @ 
corporation has been split between the cor- 
poration dnd a partnership composed of all 
the stockholders of the corporation. In such 
cases (discussed later) the separate exist 
ences of the partnership and the corporation 
have been recognized where the partnership 
has actually functioned and operated as such 
and the original separation was dictated by 
business reasons, despite the fact that _ 
such separations resulted in tax savings ane 
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were probably induced primarily by the tax 
aavings to be secured, The reasoning of the 
cout on the subject of “business purpose” 
“sham” in these cases would appear to 
be equally applicable to corporate reorganiza- 
tions. 

Thus, in Seminole Flavor Company [CCH 
dec, 14,511], 4 TC 1215 (1945), the part- 
nership took over all merchandising func- 
‘ions under a contract with the corporation, 
ie latter restricting its activities to manu- 
ature. An attempt by the Commissioner to 
ux the profits of the partnership to the 
corporation under the asserted authority 
; Section 45 was denied by the Tax 
Court. In Ames Theatre Company [CCH 
Dec, 14,965(M)], TC memo. op. (January 22, 
1046), the court recognized the separate exist- 
ence of a partnership which leased theatre pro- 
erties from a corporation and operated them. 
One of the purposes of the change cited by 
the court as establishing the genuineness 
ithe transaction was “to fix rentals for 
each theatre which might be used as a basis 
jor negotiations in the event that later one 
rmore of the theatres might be leased to 
strangers.” In Fair Price Stations, Inc. |CCH 
Dec. 15,189(M)], TC memo. op. (May 23, 
1946), the court recognized the separate ex- 
sence of a partnership composed of the 
stockholders of a corporation who took over 
tle operation under contract of the service 
stations formerly operated by the corpora- 
tion, In this case, the decision of the court 
stressed the continued existence of the part- 
uership as almost conclusive evidence of the 
business purpose in its original formation.’ 
In Barq’s Bottling Company [CCH Dee. 
13,24(M)], TC memo, op. (June 21, 1946), 
the partnership took over all sales activities 
irom the corporation, and its bona fide sepa- 
rate existence was recognized. 





In many cases where the taxpayer has 
sought to have the separate existence of a 
corporation disregarded on the ground that 
itlacked a business purpose, the Commis- 
‘ioner has insisted on taxing the corpora- 
17, en n . s 
> We see here a partnership, still after sev- 
ral years in existence, and still carrying on 
tively the business for which it was created; 
‘hat is, operating some eight gasoline filling sta- 
ie Mm several cities. In the face of that fact 
many it is not easy to arrive at any conclusion 
Mat there is no business purpose. We are af- 
sep here more by what has actually happened 
an by the perhaps mixed motives for setting 
ip the partnership. The history is more im- 
ortant than any original plan. Regardless of 





aX Motives entering into consideration in the 


ginning. this partnership has in fact trans- 
acted business, on no small scale.” 
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tion. In all these cases, the Commissioner’s 
determination has been upheld. These 
cases are less convincing as authority that 
a business purpose does or does not exist 
on the particular facts, as the taxpayer is 
to a large extent bound by his election of 
operation. Hugh Smith, Inc. [CCH Dec. 
15,690], 8 TC —, No. 74 (1947); William 
A. Boyd [CCH Dec. 15,391(M)], TC memo. 
op. (September 13, 1946); Moline Proper- 
ties, Inc. [43-1 ustc J 9464], 319 U. S. 436, 
63 S. Ct. 1132 (1943); Higgins v. Smith 
[40-1 ustc J 9160], 308 U. S. 473, 60 S. Ct. 
355 (1940). 


Intermediate Transactions 


Conversely, where transactions, by way of 
sale, lease, or liquidation, have been under- 
taken between corporations and shareholders, 
or between controlled corporations, as inter- 
mediate steps to a final sale or lease in an 
attempt to allocate the gain, loss or income 
to the intermediary, such intermediate steps 
have been disregarded as lacking a “busi- 
ness purpose” and the transaction has been 
taxed as if it had been executed directly, 
to the same extent as the reorganization 
was disregarded in the Gregory case. As‘atic 
Petroleum, Ltd. v. Commissioner [CCH Dec. 
8868], 31 BTA 1152 (1935), affirmed [35-2 
ustc 7 9547] 79 F. (2d) 234 (CCA-2, 1935), 
cert. denied 296 U. S. 645, 56 S. Ct. 248 
(sale); Pennsylvania Indemnity Company v. 
Commissioner [CCH Dec. 8513], 30 BTA 413 
(1934), affirmed [35-1 ustc $9256] 77 F. 
(2d) 92 (sale); Palace Theatre v. U. S. [45-1 
ustc 79221], 148 F. (2d) 30 (CCA-7, 1945) 
(lease); Court Holding Company v. Conmis- 
sioner [CCH Dec. 13,412], 2 TC 531 (1943), 
affirmed [45-1 ustc $9215] 324 U. S. 331 
(liquidation) ; Fairfield Steamship Corporation 
v. Commissioner [CCH Dec. 14,699], 5 TC 566 
(1945), affirmed [46-2 ustc | 9322] 157 F. 
(2d) 52 (CCA-2, 1946), cert. denied 67 S. 
Ct. 193 (liquidation);* Howell Turpentine 
Company v. Commissioner [CCH Dec. 15,016], 
6 TC 364 (1946), reversed [47-1 ustc J 9281] 





5 This case is interesting as illustrating dif- 
fering approaches to the ‘‘business purpose”’ 
doctrine which often reach the same result. In 
the Fairfield case. supra, a steamship was owned 
by corporation A, which was a wholly owned 
subsidiary of corporation B. Corporation A was 
liquidated as a tax-free liquidation under Sec- 
tion 112(b)(6) and the vessel was sold. The Tax 
Court allocated the profit on the sale of the 
vessel to the A corporation on the authority 
of Court Holding Company, supra, on the theory 
that the negotiations had been carried on by 


(Footnote 5 continued on p. 804.) 


803 






















































(CCA-5, June 4, 1947) (liquidation) ;* William 
C. Hay v. Commissioner [CCH Dec. 13,377], 
2 TC 460 (1943) (liquidation to foreign per- 
sonal holding company), affirmed [44-2 ustTc 
7 9522] 145 F. (2d) 1001 (CCA-4, 1944); 
Thomas K. Glenn v. Commisstoner [CCH Dec. 
13,752], 3 TC 328 (1944) (liquidation). 


Where, however, the transaction has been 
bona fide and not an intermediate sham, it 
has been recognized as valid even though 
it has resulted in a tax saving. Where a 
taxpayer has a choice of more than one bona 
fide legitimate transaction, he may choose 
one having the more favorable tax conse- 
quences. Thus, a stockholder, knowing that 
his stock has been called in connection with 
a partial liquidation, may sell his stock to a 
bona fide purchaser and be taxed as having 
consummated a sale instead of surrendering 
his stock and being taxed as having received 
a partial liquidating distribution. Clara M. 
Tully Trust [CCH Dec. 12,996], 1 TC 611 
(1943); W. P. Hobby [CCH Dec. 13,581], 
2 TC 980 (1943); Stanley D. Beard [CCH 
Dec. 14,379], 4 TC 756 (1945). Or a parent 
corporation may utilize reorganization pro- 
cedure to shift assets from one bona fide 
subsidiary to another although such transfer 
would have been taxable if carried out in 
another manner. Coca-Cola Company v. U. S. 
[42-2 ustc J 9683], 47 F. Supp. 109 (Ct. Cls., 
1942). Or a parent corporation may, in a 
bona fide transaction, buy the bonds of a 
subsidiary at a discount without the sub- 
sidiary’s being taxed for making a profit in 


connection with such purchase. Koppers 
Company [CCH Dec. 13,282], 2 TC 152 
(1943). Ora corporation may make a bona 


fide sale Of securities to a shareholder even 
though the primary purpose is to establish 
a gain for the seller in order to offset capital 





(Footnote 5 continued.) 


that corporation prior to liquidation and that 
it was therefore actually a sale by the corpora- 
tion. On appeal, the Circuit Court sustained 
the tax on the A corporation, but on the theory 
that the supposedly tax-free liquidation lacked 
a ‘‘business purpose’’ and should therefore be 
disregarded, as was done with the supposed 
reorganization in the Gregory case, supra. The 
lack of business purpose was found in the lack 
of intent to continue the liquidated business 
under the modified corporate set-up. In this 
case the operation of the steamship which was 
sold comprised the entire business of the liqui- 
dated corporation. 


6 This case is interesting as illustrating the 
extremely fine line which may be drawn in 
cases involving a sale of property at about 
the same time that a corporation is liquidated. 
In this case, the corporation was liquidated and 
its property immediately sold by the liquidat- 
ing stockholders. The Tax Court, following the 
reasoning of the Supreme Court in the Court 
Holding Company case, supra, held this transac- 
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losses in other transactions. 


Sherwin [CCH 


Dec. 12,415], 46 BTA 330 (1942). (How. | cering 2. 5¢ 
ever, a loss may not be taken in connection F (2d) 41 
with a sale between controlled persons. Sec- simer @. Ko 
tion 24 (b) (1) (B), Internal Revenue Code: on (CCA- 
Crown Cork International Corporation y. Com. transferred 
missioner [CCH Dec. 14,128], 4 TC 19 (1944), f duding the 


affirmed [45-2 ustc { 9324] 149 F. (24) 968 
(CCA-3, 1945); Higgins v. Smith. supra,) 
Or a corporation, as a part of a complete liqui- 
dation, may transfer its assets to trustees 
acting for the stockholders and the trustees 
may sell such assets without profits being 
ascribed to the corporation, if the steps taken 
in the transaction are real and genuine (the 
sale finally made not being the result of ne. 
gotiations commenced with the corporation), 
even though this method was selected be- 
cause of its tax advantages. Acampo Winery 
and Distilleries, Inc. [CCH Dec. 15,345] 7 
TC —, No. 75 (1946). 
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g the Grego 
A second type of reorganization recog. [37-1 UST 
nized by Section 112 (g) of the Internal 1987); H 
Revenue Code as giving rise to a presently pany [35 
tax-exempt reorganization, if carried out in ((CA-8, 
a specified manner, occurs where the businesses Estate (4 
of two or more corporations are joined by § (CCA, 
merger, consolidation, or otherwise. In such Estate (4 
reorganizations also, where the operation § (CCA-3, 
of the business continues after the reorgani- § (CCH [ 
zation under substantially the same control, Thurber 
a business purpose is found to exist. BP (2 
The same reorganization was involved in § In this 
all the following cases: Commissioner v. § if the fo 
Whitaker [39-1 ustc J 9230], 101 F. (2d) 640 § doak an 
(CCA-1, 1938); Helvering v. Leary [38-1 § aleofa 
ustc § 9028], 93 F. (2d) 826 (CCA-4, 1938); Bf rations | 
Commissioner v. Food Industries [39-1 ust § tecogniz 
net of 
tion to be a sale by the corporation and taxable Pt in it 
to it. The Circuit Court reversed, on the § Metran: 
ground that the sale had been negotiated by the § the tran 
stockholders, having in mind at all times that § i) polq 
the corporation would be liquidated prior to the equalin 
consummation of the sale, and was, in no way, é 
the act of the corporation. This was based upm § the basi 
the fact that a person has the right to contract § transfer 
to sell property which he expects to secure in sult was 
the future, as well as property that he presently fachur 
owns. Under this decision, the deciding point § ” = 
in such cases now becomes the question as t0 § Ustc {‘ 


whether the negotiating party acts qua stock- 
holder, intending to carry out a liquidation if 
a contract for sale of the corporate properties 
can be arranged, or qua officer of the corpore 
tion, trying to sell the corporate properties. 

This distinction is consistent with ‘he Circult 
Court decision in the Fairfield Steamship Corr 
oration case, discussed in the preceding note. 
It further illustrates the fact that while differ- 
ent methods of approach may reach the same 
result, as in the Fairfield case, they may = 
lead to different results in other situations, suc 
as in the present case. 
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9301], 101 F. (2d) 748 (CCA-3, 1939); Hel- 
ane Schoellkopf [38-2 ustc qT 9607 1, 100 
fr. (2d) 415 (CCA-2, 1938); and Commis- 
sioner v. Kolb [38-2 ust | 9616], 100 F. (2d) 
on (CCA-9, 1938). A holding company 
sransferred to a subsidiary all its assets, in- 
cluding the controlling stock interest in the 
qbsidiary, in return for capital stock of the 
aubsidiary, which was distributed to its stock- 
holders. The former holding corporation 
oa liquidated. The simplification of the 
corporate structure was specifically noted 
in the last two of the above-cited group of 
cases aS a sufficient business purpose to sup- 
sort the literal compliance with the terms of 
the statute and to defeat the attempt of the 
Commissioner to apply the principles of the 
Gregory case to this transaction. Other cases 
which stress the continuance of the business 
under a modified corporate form and sub- 
siantially the same control as constituting, 
in and of itself, a legitimate business pur- 
pose to satisfy the requirement laid down in 
the Gregory case, are Gross v. Commissioner 
[37-1 ustc $9159], 88 F. (2d) 567 (CCA-5, 
1937); Helvering v. Winston Brothers Com- 
pony [35-1 ustc 9212], 76 F. (2d) 381 
(CCA-8, 1935); Commissioner v. Webster's 
Estate [42-2 ustc § 9742], 131 F. (2d) 426 
(CA-5, 1942); Commissioner v. Gilmore’s 
Estate [42-2 ustc J 9648], 130 F. (2d) 791 
CCA-3, 1942), affirming Anna w. Gilmore 
(CCH Dec. 11,876], 44 BTA 881 (1941); 
Thurber v. Commissioner [36-2 ustc J 9420], 
4 F. (2d) 815 (CCA-1, 1936). 


In this second type of reorganization also, 
if the form of a merger is used merely to 
dloak another type of transaction, such as a 
ale of assets from one of the merged corpo- 
rations to another, the transaction will be 
recognized not as a tax-free reorganization, 
but in its real nature. For example, where 
the transaction was in reality a sale of assets, 
ihe transferee corporation will be required 
to hold the assets in question with a basis 
equaling the sale price and may not have 
the basis of such assets in the hands of the 
transferor as a substituted basis. Such a re- 
sult was reached in the case of Morgan Manu- 
facturing Company v. Commissioner [42-1 
iste {9176], 124 F. (2d) 602 (CCA-4, 1941), 
firming [CCH Dec. 11,848] 44 BTA 691. 
in that case, the shareholders of the trans- 
ror corporation, which was merged with 
4e transferee corporation, relinquished their 
tock interest in the transferee corporation, 
inder a predetermined agreement, as soon 
as they received from that corporation pay- 
ment of a mortgage which they held on the 
Tansterred assets. The alleged reorganiza- 


‘on was held to be merely an attempt to 


The Business Purpose Doctrine 


cloak the sale of the assets by the transferor 
to the transferee corporation for the amount 
of the mortgage. 


Recognition of Gain or Loss 


A more complicated situation arises when 
the taxpayer desires to have a gain or loss 
recognized in connection with the rearrange- 
ment of the corporate structure and the gov- 
ernment seeks to treat the transaction as a 
tax-free reorganization. Where there is a 
tax-free reorganization, the transferee cor- 
poration assumes the basis of the assets to 
the transferor and is required to take over 
the accumulation of earnings and_ profits 
of the transferor corporation. 

Thus, in Braicks v. Henricksen [42-1 uste 
{ 9322], 43 F. Supp. 254 (DC Wash., 1942), 
affirmed [43-2 ustc J 9582] 137 F. (2d) 632 
(CCA-9, 1943), a liquidation of a corpora- 
tion by a transfer of all its assets to trustees 
for the shareholders, who thereupon had the 
right to demand a proportionate share of 
assets from the trustee, was held to be a 
separate transaction with recognized tax con- 
sequences. Therefore, a subsequent trans- 
fer of all the assets to a new corporation (no 
stockholder having exercised his election) 
did not constitute the entire transaction as 
a tax-free reorganization. If the transfer 
had been from the old to the new corpora- 
tion without the intervening transfer to the 
trustee for the shareholders, the transaction 
would have been a tax-free reorganization. 
Where, however, the transaction was merely 
a reversal of the normal steps of a reorgani- 
zation, the new corporation issuing its stock 
for cash obtained by the shareholders from 
the liquidation of te old corporation, and 
all assets were sold by the old to the new 
corporation at book values, the entire trans- 
action was held to be a tax-free reorganiza- 
tion and the taxpayer was denied the right 
to take a loss on the liquidation of the old 
corporation. Walter S. Heller v. Commis- 
stoner [CCH Dec. 13,325], 2 TC 371 (1943), 
affirmed [45-1 ustc J 9169] 147 F. (2d) 376 
(CCA-9, 1945). 

In the recent case of Lewis v. Commis- 
stoner [47-1 ustc $9215] (CCA-1, April 9, 
1947), vacating the prior decision of Estate 
of John B. Lewis [CCH Dec. 15,029], 6 TC 
455 (1946), a corporation transferred part 
of its assets to a new corporation in ex- 
change for all the capital stock of the new 
corporation, and then distributed all its as- 
sets, including the stock of the new corpo- 
ration, to its stockholders in return for all 
its own stock. The old corporation was 
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= pus Sw 


fer was consummated a short time before 
the effective date of an act imposing a new 
excise tax on imported watches. Such tax 


was levied upon sales by an original im- 


’ et Fiyee Ait 


porter, | 
other than the original importer. The Com- 
missioner imposed the tax in this case on 
the theory that the reorganization was a 
sham to avoid the tax. The taxpayer recov- 
ered the tax paid. In passing upon the val- 
idity of the reorganization, the court stated: 


“In the bar the transaction was 
in fact what it appeared to be in form. The 
new corporation was not merely a shell or 
a scheme It was not intended 
The purpose and intent in reality 
conduct the watch business by a 
corporation to the that the 
merchandising problems and_ difficulties 
which had been experienced might be over- 
come and the watch business of the new 
corporation was so conducted. The fact 
that the organization of the new corporation 
had some effect on the amount of tax which 
plaintiff would otherwise have to pay does 
not, as was held by the Court in Chisholm 
v. Commissioner of Internal Revenue . . ., re- 
quire or justify the holding that plaintiff should 
nevertheless pay the excise tax upon the 
sales of watches by the new corporation.” * 


lid not apply t6 sales by dealers 


case at 


to avoid taxes 
as such 
were to 


separate end 


The division of the real estate holding and 
operating parts of a business into corpora- 
tions, with a lease from the holding to the 
operating corporation, was held bv the Tax 
Court in the case of Minnesota Mortuaries 
[CCH Dec. 14,209], 4 TC 280, to serve “a 
useful business purpose” and not to involve 
an element of tax evasion. The Tax Court’s 
decision was based upon the following find- 
ings of fact: 


“Prior to 1929 Walter P. Quist and N. O. 
Welander were separately engaged in the fu- 
neral direction business. In 1929 they en- 
tered into negotiations for the merger of 
their separate businesses. After discussions 
which continued over a period of seven or 
eight months, they decided to separate the 
holding and management of the real prop- 
erty necessary to the conduct of the business 
from the professional and personal service 
side of the business. They felt that in this 
way they could establish a more efficient 
plan of operation in that the cost of the 
individual funeral could be more easily de- 
termined. It was also believed that this 


3 To a similar effect, not involving a reorgani- 
zation. but where the sale was to a controlled 
corporation. see Samson Tire & Rubber Corpo- 
ration v, Rogan [43-1 ustc { 9485], 136 F. (2d) 
345 CCA-9, 1943, cert. denied 320 U. S. 770, 64 
a. ct. Se. 
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arrangement would facilitate a profit-sharing 
plan which they had in mind for their em- 
ployees, based solely,upon the personal serv- 
ice of the employee. It was also considered 
advisable to se pirate the havarde and riche 
incident to the operating business from the 
business of holding and managing the real 
property.” 


Although this case did not involve a corpo- 
rate reorganization, but rather an original 
form of incorporation, the basis of the court's 
finding of a useful business purpose would 
appear to be equally applicable to the former 
type of transaction. 


Transfers to New Corporations 


Reorganizations involving transfers of a 
part of the business or assets of a corpora 
tion to a new corporation were probably 
discouraged in recent years because of the 
provisions of Section 129 of the Internal 
Revenue Code. The second example cited 
in Regulations 111, Section 29.129-3, of the 
type of transaction within the prohibition 
of Section 129 is the following: 


“(2) A corporation with large profits 
transfers the assets of each of its branches 
or departments to newly organized corpo- 
rations in order to secure the benefit of the 
exemption provided in Section 710 (b) (1).” 


Inasmuch as each newly organized corpo- 
ration automatically secured the exemption 
referred to for excess profits tax computa- 
tion ($10,000), any reorganization which had 
the effect of transferring profits to a newly 
formed corporation immediately became sus- 
pect as constituting a violation of this sec- 
tion. With the demise of the excess profits 
tax law, however, the deterrent effect of this 
section on such types of reorganization is 
no longer operative, and general business 
purposes may again be followed if such a 
type of reorganization is deemed to be in 
the best interests of the business. 


Partnership of Stockholders 


There have been a considerable number 
of recent cases where the business of a 
corporation has been split between the cor- 
poration and a partnership composed of all 
the stockholders of the corporation. In such 
cases (discussed later) the separate exist- 
ences of the partnership and the corporation 
have been recognized where the partnership 
has actually functioned and operated as such 
and the original. separation was dictated by 
business reasons, despite the fact that all 
such separations resulted in tax savings and 
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were probably induced primarily by the tax 
savings to be secured.- The reasoning of the 
court on the subject of “business purpose” 
or “sham” in these cases would appear to 
« equally applicable to corporate reorganiza 


ons, 


Thus, in Seminole Flavor Company [CCH 
lec, 14,511], 4 TC 1215 (1945), the part- 
nership took over all merchandising func 

ns under a contract with the corporation, 

latter restricting its activities to manu 
ture, An attempt by the Commissioner to 
the profits of the partnership to the 
poration under the asserted authority 
Section 45 was 
Court In 


denied by the Tax 
Ames Theatre Company [CCH 
Dec. 14,966(M)], TC memo. op. (January 22, 
1946), the court recognized the separate exist- 
ence of a partnership which leased theatre pro- 
perties from a corporation and operated them. 
One of the purposes of the change cited by 
the court as establishing the genuineness 
of the transaction was “to fix rentals for 
each theatre which might be used as a basis 
for negotiations in the event that later one 
or more of the theatres might be leased to 
strangers.” In Fair Price Stations, Inc. |CCH 
Dec. 15,189(M)], TC memo. op. (May 23, 
1946), the court recognized the separate ex- 
istence of a partnership composed of the 
stockholders of a corporation who took over 
the operation under contract of the service 
stations formerly operated by the corpora- 
tion. In this case, the decision of the court 
stressed the continued existence of the part- 
nership as almost conclusive evidence of the 
business purpose iti its original formation.* 
In Barq’s Bottling Company [CCH Dee. 
15,248(M)], TC memo. op. (June 21, 1946), 
the partnership took over all sales activities 
from the corporation, and its bona fide sepa- 
rate existence was recognized. 


In many cases where the taxpayer has 
sought to have the separate existence of a 
corporation disregarded on the ground that 
it lacked a business purpose, the Commis- 
sioner has insisted on taxing the corpora- 


*“*We see here a partnership, still after sev- 
eral years in existence, and still carrying on 





actively the business for which it was created; 


that is, operating some eight gasoline filling sta- 
tions in several cities. In the face of that fact 
alone, it is not easy to arrive at any conclusion 
that there is no business purpose. We are af- 
fected here more by what has actually happened 
than by the perhaps mixed motives for setting 
up the partnership. The history is more im- 
portant than any original plan. Regardless of 
tax motives entering into consideration in the 
beginning, this partnership has in fact trans- 
acted business, on no small scale.’’ 


The Business Purpose Doctrine 











tion. In all these cases, the Commissioner’s 
determination has been upheld. These 
cases are less convincing as authority that 
a business purpose does or does not exist 
on the particular facts, as the taxpayer is 
to a large extent bound by his election of 
operation. Hugh Smith, Inc. [CCH Dec. 
15,690], 8 TC —, No. 74 (1947); William 
A, Boyd {CCH Dec. 15,391(M)], TC memo. 
op. (September 13, 1946); Moline Proper- 
ties, Inc. [43-1 uste 9 9464], 319 U. S. 436, 
63 S. Ct. 1132 (1943): Higgins v. Smith 
[40-1 uste ¥ 9160], 308 U. S, 473, 60S. Ct 
355 (1940). 


Intermediate Transactions 


Conversely, where transactions, by way of 
sale, lease, or liquidation, have been under- 
taken between corporations and shareholders, 
or between controlled corporations, as inter- 
mediate steps to a final sale or lease in an 
attempt to allocate the gain, loss or income 
to the intermediary, such intermediate steps 
have been disregarded as lacking a “busi- 
ness purpose” and the transaction has been 
taxed as if it had been executed directly, 
to the same extent as the reorganization 
was disregarded in the Gregory case. As‘atic 
Petroleum, Ltd. v. Commissioner [CCH Dee. 
8868], 31 BTA 1152 (1935), affirmed [35-2 
ustc 79547] 79 F. (2d) 234 (CCA-2, 1935), 
cert. denied 296 U. S. 645, 56 S. Ct. 248 
(sale); Pennsylvania Indemnity Company v. 
Commissioner [CCH Dee. 8513], 30 BTA 413 
(1934), affirmed [35-1 ustc $9256] 77 F. 
(2d) 92 (sale); Palace Theatre v. U. S. [45-1 
ustc J 9221], 148 F. (2d) 30 (CCA-7, 1945) 
(lease); Court Holding Company v. Commis- 
sioner [CCH Dec. 13,412], 2 TC 531 (1943), 
affirmed [45-1 ustc 79215] 324 U. S. 331 
(liquidation) ; Fa:rfield Steamship Corporation 
v. Commissioner [CCH Dec. 14,699], 5 TC 566 
(1945), affirmed [46-2 ustc § 9322] 157 F. 
(2d) 52 (CCA-2, 1946), cert. denied 67 S. 
Ct. 193 (liquidation);* Howell Turpentine 
Company v. Commissioner [CCH Dec. 15,016], 
6 TC 364 (1946), reversed [47-1 ustc J 9281] 


5 This case is interesting as illustrating dif- 
fering approaches to the ‘‘business purpose’’ 
doctrine which often reach the same result. In 
the Fairfield case, supra, a steamship was owned 
by corporation A, which was a wholly owned 
subsidiary of corporation B. Corporation A was 
liquidated as a tax-free liquidation under Sec- 
tion 112(b)(6) and the vessel was sold. The Tax 
Court allocated the profit on the sale of the 
vessel to the A corporation on the authority 
of Court Holding Company, supra, on the theory 
that the negotiations had been carried on by 


(Footnote 5 continued on p. 804.) 
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(CCA-5, June 4, 1947) (liquidation) ;* William 
C. Hay v. Commissioner [CCH Dec. 13,377], 
2 TC 460 (1943) (liquidation to foreign per- 
sonal holding company), affirmed [44-2 ustc 
79522] 145 F. (2d) 1001 (CCA-4, 1944); 
Thomas K. Glenn v. Commissioner [CCH Dec. 
13,752], 3 TC 328 (1944) (liquidation). 


Where, however, the transaction has been 
bona fide and not an intermediate sham, it 
has been recognized as valid even though 
it has resulted in a tax saving. Where a 
taxpayer has a choice of more than one bona 
fide legitimate transaction, he may choose 
one having the more favorable tax conse- 
quences. Thus, a stockholder, knowing that 
his stock has been called in connection with 
a partial liquidation, may sell his stock to a 
bona fide purchaser and be taxed as having 
consummated a sale instead of surrendering 
his stock and being taxed as having received 
a partial liquidating distribution. Clara M. 
Tully Trust [CCH Dec. 12,996], 1 TC 611 
(1943); W. P. Hobby [CCH Dec. 13,581], 
2 TC 980 (1943); Stanley D. Beard [CCH 
Dec. 14,379], 4 TC 756 (1945). Or a parent 
corporation may utilize reorganization pro- 
cedure to shift assets from one bona fide 
subsidiary to another although such transfer 
would have been taxable if carried out in 
another manner. Coca-Cola Company v. U. S. 
[42-2 ustc J 9683], 47 F. Supp. 109 (Ct. Cls., 
1942). Or a parent corporation may, in a 
bona fide transaction, buy the bonds of a 
subsidiary at a discount without the sub- 
sidiary’s being taxed for making a profit in 
connection with such purchase. Koppers 
Company [CCH Dec. 13,282], 2 TC 152 
(1943). Ora corporation may make a bona 
fide sale of securities to a shareholder even 
though the primary purpose is to establish 
a gain for the seller in order to offset capital 


(Footnote 5 continued.) 


that corporation prior to liquidation and that 
it was therefore actually a sale by the corpora- 
tion. On appeal, the Circuit Court sustained 
the tax on the A corporation, but on the theory 
that the supposedly tax-free liquidation lacked 
a ‘“‘business purpose’’ and should therefore be 
disregarded, as was done with the supposed 


reorganization in the Gregory case, supra. The. 


lack of business purpose was found in the lack 
of intent to continue the liquidated business 
under the modified corporate set-up. In this 
case the operation of the steamship which was 
sold comprised the entire business of the liqui- 
dated corporation. 


® This case is interesting as iliustrating the 
extremely fine line which may be drawn in 
cases involving a sale of property at about 
the same time that a corporation is liquidated. 
In this case, the corporation was liquidated and 
its property immediately sold by the liquidat- 
ing stockholders. The Tax Court, following the 
reasoning of the Supreme Court in the Court 
Holding Company case, supra, held this transac- 


losses in other transactions. Sherwin [CCH 
Dec. 12,415], 46 BTA 330 (1942). (How- 
ever, a loss may not be taken in connection 
with a sale between controlled persons. Sec- 
tion 24 (b) (1) (B), Internal Revenue Code; 
Crown Cork International Corporation v. Com- 
missioner [CCH Dec. 14,128], 4 TC 19 (1944), 
affirmed [45-2 ustc J 9324] 149 F. (2d) 968 
(CCA-3, 1945); Higgins v. Smith, supra.) 
Or a corporation, as a part of a complete liqui- 
dation, may transfer its assets to trustees 
acting for the stockholders and the trustees 
may sell such assets without profits being 
ascribed to the corporation, if the steps taken 
in the transaction are real and genuine (the 
sale finally made not being the result of ne- 
gotiations commenced with the corporation), 
even though this method was selected be- 
cause of its tax advantages. Acampo Winery 
and Distilleries, Inc. [CCH Dec. 15,345] 7 
TC —, No. 75 (1946). 


Mergers 


A second type of reorganization recog- 
nized by Section 112 (g) of the Internal 
Revenue Code as giving rise to a presently 
tax-exempt reorganization, if carried out in 
a specified manner, occurs where the businesses 
of two or more corporations are joined by 
merger, consolidation, or otherwise. In such 
reorganizations also, where the operation 
of the business continues after the reorgani- 
zation under substantially the same control, 
a business purpose is found to exist. 


The same reorganization was involved in 
all the following cases: Commissioner v. 
Whitaker [39-1 ustc J 9230], 101 F. (2d) 640 
(CCA-1, 1938); Helvering v. Leary [38-1 
ustc § 9028], 93 F. (2d) 826 (CCA-4, 1938); 
Commissioner v. Food Industries [39-1 ustc 
tion to be a sale by the corporation and taxable 
to it. The Circuit Court reversed, on the 
ground that the sale had been negotiated by the 
stockholders, having in mind at all times that 
the corporation would be liquidated prior to the 
consummation of the sale, and was, in no way, 
the act of the corporation. This was based upon 
the fact that a person has the right to contract 
to sell property which he expects to secure in 
the future, as well as property that he presently 
owns. Under this decision, the deciding point 
in such cases now becomes the question as to 


_whether the negotiating party acts qua stock- 


holder, intending to carry out a liquidation if 
a contract for sale of the corporate properties 
can be arranged, or qua officer of the corpora- 
tion, trying to sell the corporate properties. 

This distinction is consistent with the Circuit 
Court decision in the Fairfield Steamship Corp- 
oration case, discussed in the preceding note. 
It further illustrates the fact that while differ- 
ent methods of approach may reach the same 
result, as in the Fairfield case, they may also 
lead to different results in other situations, such 
as in the present case. 
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7 9301], 101 F. (2d) 748 (CCA-3, 1939); Hel- 
vering v. Schoellkopf [38-2 ustc | 9607], 100 
F. (2d) 415 (CCA-2, 1938); and Commis- 
sioner v. Kolb [38-2 ustc J 9616], 100 F. (2d) 
920 (CCA-9, 1938). <A holding company 
transferred to a subsidiary all its assets, in- 
cluding the controlling stock interest in the 
subsidiary, in return for capital stock of the 
subsidiary, which was distributed to its stock- 
holders. The former holding corporation 
was liquidated. The simplification of the 
corporate structure was specifically noted 
in the last two of the above-cited group of 
cases as a sufficient business purpose to sup- 
port the literal compliance with the terms of 
the statute and to defeat the attempt of the 
Commissioner to apply the principles of the 
Gregory case to this transaction. Other cases 
which stress the continuance of the business 
under a modified corporate form and sub- 
stantially the same control as constituting, 
in and of itself, a legitimate business pur- 
pose to satisfy the requirement laid down in 
the Gregory case, are Gross v. Commissioner 
[37-1 ustc 7 9159], 88 F. (2d) 567 (CCA-5, 
1937) ; Helvering v. Winston Brothers Com- 
pany [35-1 ustc 9212], 76 F. (2d) 381 
(CCA-8, 1935); Commissioner v. Webster's 
Estate [42-2 ustc J 9742], 131 F. (2d) 426 
(CCA-5, 1942); Commissioner v. Gilmore’s 
Estate [42-2 ustc J 9648], 130 F. (2d) 791 
(CCA-3, 1942), affirming Anna v. Gilmore 
[CCH Dec. 11,876], 44 BTA 881 (1941); 
Thurber v. Commissioner [36-2 ustc J 9420], 
84 F. (2d) 815 (CCA-1, 1936). 


In this second type of reorganization also, 
if the form of a merger is used merely to 
cloak another type of transaction, such as a 
sale of assets from one of the merged corpo- 
rations to another, the transaction will be 
recognized not as a tax-free reorganization, 
but in its real nature. For example, where 
the transaction was in reality a sale of assets, 
the transferee corporation will be required 
to hold the assets in question with a basis 
equaling the sale price and may not have 
the basis of such assets in the hands of the 
transferor as a substituted basis. Such a re- 
sult was reached in the case of Morgan Manu- 
facturing Company v. Commissioner [42-1 
ustc J 9176], 124 F. (2d) 602 (CCA-4, 1941), 
afirming [CCH Dec. 11,848] 44 BTA 691. 
In that case, the shareholders of the trans- 
feror corporation, which was merged with 
the transferee corporation, relinquished their 
stock interest in the transferee corporation, 
under a predetermined agreement, as soon 
as they received from that corporation pay- 
ment of a mortgage which they held on the 
transferred assets. The alleged reorganiza- 
tion was held’ to be merely an attempt to 
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cloak the sale of the assets by the transferor 
to the transferee corporation for the amount 
of the mortgage. 


Recognition of Gain or Loss 


A more complicated situation arises when 
the taxpayer desires to have a gain or loss 
recognized in connection with the rearrange- 
ment of the corporate structure and the gov- 
ernment seeks to treat the transaction as a 
tax-free reorganization. Where there is a 
tax-free reorganization, the transferee cor- 
poration assumes the basis of the assets to 
the transferor and is required to take over 
the accumulation of earnings and profits 
of the transferor corporation. 

Thus, in Braicks v. Henricksen [42-1 ustc 
{ 9322], 43 F. Supp. 254 (DC Wash., 1942), 
affirmed [43-2 ustc J 9582] 137 F. (2d) 632 
(CCA-9, 1943), a liquidation of a corpora- 
tion by a transfer of all its assets to trustees 
for the shareholders, who thereupon had the 
right to demand a proportionate share of 
assets from the trustee, was held to be a 
separate transaction with recognized tax con- 
sequences. Therefore, a subsequent trans- 
fer of all the asSets to a new corporation (no 
stockholder having exercised his election) 
did not constitute the entire transaction as 
a tax-free reorganization. If the transfer 
had been from the old to the new corpora- 
tion without the intervening transfer to the 
trustee for the shareholders, the transaction 
would have been a tax-free reorganization. 
Where, however, the transaction was merely 
a reversal of the normal steps of a reorgani- 
zation, the new corporation issuing its stock 
for cash obtained by the shareholders from 
the liquidation of the old corporation, and 
all assets were sold by the old to the new 
corporation at book values, the entire trans- 
action was held to be a tax-free reorganiza- 
tion and the taxpayer was denied the right 
to take a loss on the liquidation of the old 
corporation. Walter S. Heller v. Commis- 
sioner [CCH Dec. 13,325], 2 TC 371 (1943), 
affirmed [45-1 ustc J 9169] 147 F. (2d) 376 
(CCA-9, 1945). 

In the recent case of Lewis v. Commis- 
sioner [47-1 ustc J 9215] (CCA-1, April 9, 
1947), vacating the prior decision of Estate 
of John B. Lewis [CCH Dec. 15,029], 6 TC 
455 (1946), a corporation transferred part 
of its assets to a new corporation in ex- 
change for all the capital stock of the new 
corporation, and then distributed all its as- 
sets, including the stock of the new corpo- 
ration, to its stockholders in return for all 
its own stock. The old corporation was 
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thereupon liquidated. The taxpayer sought 
to be taxed on the basis of a complete liqui- 
dation of the original corporation. The Com- 
missioner, on the other hand, sought to treat 
the entire transaction as a reorganization, 
the distribution (other than the stock of the 
newly organized corporation) to be taxed as 
“booty” in connection with the reorganiza- 
tion under Section 112 (c). The taxpayer 
appealed from a decision of the Tax Court 
(Estate of John B. Lewis, supra) upholding 
the view of the Commissioner. The Circuit 
Court remanded the case to the Tax Court 
for a finding of fact as to the existence or 
nonexistence of a “business purpose” in con- 
nection with the transaction. This corpora- 
tion had previously sold and reduced to cash 
two of its three former lines of business. 
None of these liquid assets, which exceeded 
in value the assets actually transferred to 
the new corporation, were included in this 
transfer. The purpose of the transfer was 
to continue the remaining line of business 
under modified corporate form and, at the 
same time, to distribute the bulk of the as- 
sets to the shareholders. Is this a business 
purpose within the meaning of the Gregory 
doctrine? Does the distribution to the share- 
holders of assets not necesSary to the con- 
tinued conduct of the business negative the 
“business purpose”? The Code provides for 
treating such distributions as “booty” tax- 
able as dividends to the extent of the exist- 
ent earnings and surplus of the distributing 
corporation. This appears to be a recogni- 
tion of the principle that such distribution 
may be a proper part of an otherwise tax- 
free reorganization, although tax consequences 
are ascribed to such distribution. The Cir- 
cuit Court has thrust upon the Tax Court 
the duty of making a definite square finding 
of fact as to whether a “business purpose” 
existed in the transaction in question. It 
refused to make a finding of law, as to the 
existence or nonexistence of a “business pur- 
pose,” based upon all the subsidiary facts as 
found by the Tax Court. Nor did it con- 
sider that the fact that the Tax Court had 
found the transaction to be a valid reorgani- 
zation implied a finding of the existence of 
a “business purpose.” To the writer, it would 
appear that the reorganization of a corpora- 
tion whereunder the active business is car- 
ried on under a different corporate set-up 
and surplus assets not necessary to the con- 
tinued conduct of the business are distributed 
to the shareholders serves a useful “busi- 
ness purpose’—particularly where Section 
112 (c) of the Code taxes the distribution 
of “booty” in connection with a reorganiza- 
tion in substantially the same manner as if 


the original corporation had distributed its 
surplus assets to its shareholders and had 
continued to operate the business. 


Recapitalization 


Another part of the reorganization provi- 
sions of the Code in which the question of 
“business purpose” has assumed an increas- 
ingly important role is that relating to re- 
capitalization. (Section 112 (g)(1)(E) and 
related sections.) To effect tax savings, 
many corporations (particularly closely held 
corporations) have sought to recapitalize on 
a credit basis rather than on an equity basis. 
Interest on debentures and other credit ob- 
ligations are deductible expenses to the cor- 
poration. In addition, the ultimate payment 
of such obligations is a capital transaction to 
the holders thereof. 


In two cases recently decided’ in a single 
decision by the United States Supreme Court, 
debentures issued in exchange for stock in 
a corporate recapitalization have been held 
to be taxable distributions to the stock- 
holders. Alice H. Bazley v. Commissioner 
[CCH Dec. 14,423], 4 TC 897 (1945), af- 
firmed [46-1 ustc J 9137] 155 F. (2d) 237 
(CCA-3, 1946), affirmed J. Robert Bazley v. 
Comm’sstoner, [47-1 ustc $9288] (S. Ct. 
June 16, 1947); Adam A. Adams v. Commis- 
sioner [CCH Dec. 14.631], 5 TC 351 (1945), 
affirmed [46-1 ustc § 9238] 155 F. (2d) 246 
(CCA-3, 1946), affirmed [47-1 ustc § 9288] 
(S. Ct., June 16, 1947). 


Although the identical result was reached 
in the decisions of the trial court and the 
Supreme Court, the method of legal ap- 
proach and the line of reasoning advanced 
to support the ultimate conclusion differed. 
The Tax Court based its decisions primarily 
upon findings that the transactions involved 
served no “business purpose” of the cor- 
poration. It held that any transaction which 
lacked a legitimate business purpose, al- 
though it constituted a technical recapitali- 
zation, failed to comply with the true statutory 


™ For prior cases on recapitalization see De- 
Nobili Cigar Company v. Commissioner [CCH 
Dec. 13,004], 1 TC 673 (1943), affirmed [44-2 usrtc 
{ 9371] 143 F. (2d) 436 (CCA-2. 1944): Clarence 
J. Schoo v. Commissioner [CCH Dec. 12,802], 
47 BTA 459 (1942), appeal dismissed (CCA-1, 
1943): Jacob Fisher [CCH Dec. 12,503], 46 BTA 
999 (1942): Edgar M. Docherty v. Commisioner 
[CCH Dec. 12.803], 47 BTA 462 (1942). remanded 
(CCA-1, 1943) (involves issuance of preferred 
stock rather than debentures); Annis Furs, Inc. 
[CCH Dec. 13 605}, 2 TC 1096 (1944): Louis Well- 
house, Jr. [CCH Dec. 13.756], 3 TC 363 (1944). 
See also suverseded decision in case of Adam A, 
Adams [CCH Dec. 14,505], 4 TC 1186 (1945). 
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requirements under the doctrine of the 
Gregory case. The majority opinion of the 
Supreme Court, delivered by Mr. Justice 
Frankfurter, without engaging in any de- 
tailed discussion of the presence or absence 
of a “business purpose,” held the distribu- 
tion in question taxable on the theory that 
it was, for all practical purposes, merely a 
means of conveying accumulated earnings 
from a corporation to its stockholders, and 
hence did not come within the meaning of 
the term “recapitalization” as used in Sec- 
tion 112 (g). 


Under either method of approach, a dis- 
tribution of corporate ‘debentures to stock- 
holders, even though as a part of an elaborate 
scheme which might technically be labeled a 
recapitalization, should properly be held to 
be a taxable dividend when the corporation 
has on hand current or accumulated earn- 
ings and profits from which such distribu- 
tion may be made. The taxpayers claimed 
that such a recapitalization lessened future 
corporate income taxes and thus served a 
legitimate “business purpose” of the corpo- 
ration. Such a saving, however, arises only 
when and because expenses are increased 
and earnings thereby diminished. Is it a 
proper business purpose of a corporation 
deliberately to increase its expenses merely 
to save taxes? Or is not the business pur- 
pose of a corporation to make as much profit 
as possible? Other reasons advanced as con- 
stituting a “business purpose” for such a 
recapitalization, such as making a security 
“more desirable for the stockholders as being 
less fluctuating in value, more regular and 
certain in its income, easier to market for 
inheritance tax payments, and furnishing 
greater safety against claims of corporate 
creditors,”* were dismissed as being pur- 
poses of the stockholder rather than pur- 
poses of the corporation. 


Congressional Intent 


The method of approach to this problem 
employed by the Supreme Court is less 
technical and far sounder and more funda- 
mental. The basic purpose of the income tax 
law is to levy a tax on accumulations of 
earnings when they are transmitted from a 
corporation to its stockholders. It is true 
that Section 112 (g) provides that there 
shall be no present tax consequences in the 
event of a “recapitalization.” That term, 
however, is not specifically defined, and it 
should not be held to include a transaction 





- Alice H. Bazley [CCH Dec. 14,423], 4 TC 897, 
4. 
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which, although it seeks to describe itself 
by that term, is no more than a distribution 
of accumulated earnings. The intent of Con- 
gress was to limit that term to transactions 
where the distribution, whether made “di- 
rectly or through exchange of securities, 
represents merely a new form of the pre- 
vious participation in an enterprise, involv- 
ing no change of substance in the rights and 
relations of the interested parties one to 
another or to the corporate assets.” * It was 
not the intent of Congress to permit a cor- 
poration the use of a procedure whereunder 
it could, whenever it so chose, avoid the tax 
consequences of a dividend declaration merely 
by issuing debentures instead of cash or 
property to its stockholders. To the stock- 
holder, readily marketable debentures are 
practically the equivalent of cash. From the 
standpoint of the corporation, the creation 
of the debenture liability is as much a dimi- 
nution of its earnings as if it had distributed 
cash to its stockholders, or as if it had 
borrowed moneys from an outside source 
and distributed the amount. 


Bazley and Adams Cases 


The Adams case had one factual element 
upon which a differentiation from the Baz- 
ley case was sought by the taxpayer. In that 
case, the debentures distributed were charged 
against a reduction of capital, as a book- 
keeping matter, and no change was made in 
the surplus account. It was, however, held 
by the Tax Court and affirmed by the Su- 
preme Court that this distribution was es- 
sentially equivalent to the distribution of a 
taxable dividend, and that the provisions of 
Section 115 (g) of the Code could not be 
avoided by a mere bookkeeping detail.” 

The decision of the Supreme Court in the 
Bazley-Adams case provides a new orienta- 
tion to the “business policy” doctrine as 
previously employed by the courts. The 
search for the presence or absence of a 
“business purpose” should be recognized, 
not as furnishing, in and of itself, a definite 
answer as to whether a reorganization or 





° J. Robert Bazley v. Commissioner [47-1 ustc 
9288). 

1% Section 115(g) of the Code provides: ‘‘Re- 
demption of Stock—If a corporation cancels or 
redeems its stock (whether or not such stock 
was issued as a stock dividend) at such time 
and in such manner as to make the distribution 
and cancellation or redemption in whole or in 
part essentially equivalent to the distribution of 
a taxable dividend, the amount so distributed in 
redemption or cancellation of the stock, to the 
extent that it represents a distribution of earn- 
ings or profits accumulated after February 28, 
1913, shall be treated as a taxable dividend.’’ 
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related transaction is to be treated as the tion of considerations other than mere “busi- 
type of transaction it purports to be, but as__ ness policy,” it leaves the state of the law 
being only one element (though usually a perhaps somewhat less certain but, on the 
very important element) enabling a deter- other hand, less narrowly technical and more 
mination of whether the transaction is a_ related to fundamental logic and common 
genuine transaction of the category intended, sense.” 

or merely a sham to cloak a transaction [The End] 
which is practically and actually of another 

category, and which should be subjected to 


: Ph aie 1 The Bazley-Adams decision was followed in 
taxation in its real nature. To the extent the case of Heady v. Commissioner [47-1 uste 
that this new orientation permits the evalua- {| 9295] (CCA-7, June 23, 1947). 
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PROGRAMS FOR TAX MEN 


A federal tax course, bimonthly meetings of the Federal Tax Forum, 


and the Federal Taxation Symposium are programs starting in September 
for tax men. 


Federal Tax Course 


The Federal Bar Assoc‘ation of Washington, D. C., plans to offer 
a thorough and intensive postgraduate type course in federal taxation 
beginning September 4 and running two nights a week through October 23. 
The subjects to be covered include those deemed to be necessary to an 
understanding of the federal tax structure, with particular emphasis upon 
practices and procedures involved in income, estate and gift tax matters. 
The lectures are to be delivered by government tax experts and outstand- 
ing tax practitioners of the Washington bar. Classes will be held at 
Georgetown University Law School, Washington, D. C. Registration 


may be made with the Federal Bar Association, Columbian Building, 
Washington 1, D. C. 


Federal Tax Forum 


The Federal Tax Forum will open its tenth year on September 25 at 
the Hotel Sheraton in New York City with a discuss‘on of a timely 
tax subject by Thomas N. Tarleau, attorney with Willkie, Owen, Otis, 
Farr and Gallagher. Forum meetings are held bimonthly and consist of 
a dinner followed by a discussion on current tax topics and an open 
question period. Reservations for the meeting may be made with the 
secretary of the Federal Tax Forum, Miss Eugenia J. Reynolds, 906 Broad- 
way, New York City. 


Federal Taxation Symposium 


The Federal Taxation Symposium sponsored by the New School for 
Social Research will begin on September 30 and continue for the succeed- 
ing ten Tuesday evenings. The Symposium will cover tax subjects of 
current interest by guest lecturers. A printed announcement of the com- 
plete program may be obtained by writing to Alex M. Hamburg, chairman 
of the New School for Social Research, 66 West Twelfth Street, New York 
City. 
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rMOHE Circuit Court of Appeals for the 

First Circuit, in an opinion in the case 
of Hackett v. Commissioner [47-1 ustc 
§ 9107], decided December 18, 1946, said, in 
speaking of the provision of the Revenue 
Act of 1942 with respect to annuity con- 
tracts purchased for employees: 


“Congress was motivated by a desire to 
encourage the establishment of employee 
retirement benefits and to prevent their be- 
ing used solely for the benefit of higher 
bracket employees. We do not feel that 
Section 22 (b) (2) (B) should be construed 
as effecting or intending changes in the law 
in this respect.” 


This statement raises the question as to 
what extent, if any, the amendments made 
by the Revenue Act of 1942, in Section 22 
(b) (2) of the Code, changed the law with 
respect to taxing employees under an an- 
nuity plan which does not meet the require- 
ments of Sections 165 (a) (3), (4), (5) and 
(6) of the Code. In order fully to under- 
stand what the court meant by the above- 
quoted words, it is necessary to consider 
the facts in the Hackett, case. 


It appears that the employer corporation 
in the year 1941 adopted a resolution to 
purchase for certain employees single pre- 
mium refund annuity contracts “as further 
compensation for valuable services rendered.” 
It paid $25,000, $75,000 and $45,000 for three 
annuity contracts for the three designated 
employees and deducted such costs as a 
business expense in its income tax return 






Taxation of Deferred Compensation 


Under Non-Qualified Annuity Plans 


By 
WALTER D. FREYBURGER 


Mr. Freyburger, now tax counsel for the New York Life Insurance Company, was 





for 1941, The annuitants were accorded the 
right to change beneficiaries but not to 
assign, alienate or commute the contracts or 
any payments thereunder. The contracts 
had no loan or cash surrender value. Pay- 
ments under the annuities were to com- 
mence and did commence in the following 
year, and were not part of a retirement pen- 
sion plan. It was stipulated that no election 
resided in the annuitants to receive cash 
instead of the annuity contracts. Regular 
compensation had been voted in 1941, and 
since 1936 at least no additional compensa- 
tion or bonus either in cash or otherwise 
had ever been voted. At the time of the 
directors’ meeting the taxpayers had been 
advised, and they believed, that the value 
of the annuity contracts need not be returned 
as income in the year in which purchased 
and that the full amounts received annually 
under the annuities should be returned in 
each year received. Consequently, none of 
the petitioners reported the cost value of his 
annuity contract as taxable income in his 
return for that year, but they did report in 
1942, 1943 and 1944 the full amounts re- 
ceived under the annuities. 

The Commissioner determined a deficiency 
for 1941 on the ground that the premiums 
paid for the annuities purchased by the em- 
ployer were includible in the employees’ 
taxable gross income for 1941 under the 
provisions of Section 22 (a) of the Code. 


The determination was sustained by the 
Tax Court. 


formerly assistant head, Legislation and Regulations Division, Chief Counsel’s 
Office, Bureau of Internal Revenue, and took a prominent part m the drafting of 
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The taxpayer relied upon several rulings * 
of the Bureau which held that employees 
were not taxable for the cost of annuities in 
the years in which they received the annuity 
contracts, but were taxable only in the years 
in which they received payments under the 
contracts, and then for the full amounts. 
However, the Tax Court and the Circuit 
Court of Appeals did not follow these rul- 
ings.” The rulings did not have the effect 
of regulations. The court held that while 
there was no constructive receipt of income 
when the annuity contracts were purchased 
since the annuitants did not have the right 
to receive the cash instead of the annuity 
contracts, the receipt of the annuity con- 
tracts constituted an economic benefit con- 
ferred as additional compensation which is 
the equivalent of cash.2 The court said: “It 
is as if the employees were paid in commod- 
ities rather than in cash.” The taxpayers 
argued that they would be subject to double 
taxation since they would be required to 
include the entire amounts received each 
year under the annuity contracts, since they 
did not purchase the annuity contracts and 
were not entitled to the exemption of any 
amount received in excess of three per cent 
of the consideration paid for the contracts. 
The court held, however, that since the an- 
nuity contracts had been purchased for 
them in payment of compensation, the tax- 
payers had been paid in the form of annuity 
contracts for services rendered and could 
therefore be considered as having purchased 
the annuity contracts. It followed from that 
reasoning that in subsequent years they 
could consider the amount paid by the em- 
ployer as amounts paid by them and conse- 
quently be required to include in income 
an amount equal to only three per cent of 
the consideration paid for the annuities un- 
til they had recovered tax free the consid- 
eration so paid. 


The annuitants also argued that by the 
enactment of the Revenue Act of 1942, 
which inserted into the Code Section 22 (b) 
(2) (B), dealing specifically with employees’ 
annuities, Congress intended to change the 
law for 1942 and subsequent years, and that 
while any annuity contract so purchased in 
those years would be taxable to employees 


1I, T. 2874, XIV-1 CB 49 (1935); I. T. 2891, 
XIV-1 CB 50 (1935); I. T. 2984, XV-1 CB 87 
(1936); I. T. 3292, 1939-1 CB 84, and I. T. 3346, 
1940-1 CB 62. 

2 Hubbell v. Commissioner [45-2 ustc { 9355], 
150 F. (2d) 516 (CCA-6, 1945); Oberwinder v. 
Commissioner [45-1 ustc { 9165], 147 F. (2d) 
255 (CCA-8, 1945); Brodie [CCH Dec. 12,907], 
1 TC 275 (1942). 

3 See Commissioner v. Smith [45-1 ustc { 9187], 
324 U. S. 177, 181 (1945). 


in the years in which purchased under a 
non-qualified plan, this represented a change 
in the law which was not applicable to prior 
years. This contention led the court to make 
the statement quoted at the beginning of 
this article: “We do not feel that Section 
22 (b) (2) (B) should be construed as ef- 
fecting or intending changes in the law in 
this respect.” It will be noted that the court 
used the words “in this respect.” It was 
dealing with the case before it, a case in 
which the employee’s rights were nonfor- 
feitable or vested at the time the annuity 
contracts were purchased. Section 22 (b) 
(2) (B) clearly provides that in that kind 
of case the employee is taxable in the year 
in which the contracts are purchased. In 
referring to annuity contracts purchased un- 
der a non-qualified plan, it provides: 


“In all other cases, if the employee’s rights 
under the contract are nonforfeitable except 
for failure to pay future premiums, the amount 
contributed by the employer for such annuity 
contracts on or after such rights become non- 
forfeitable, shall be included in the income 
of the employee in the year in which the 
amount is contributed, which amount to- 
gether with any amount contributed by the 
employee shall constitute the consideration 
paid for the annuity contract in determining 
the amount of the annuity required to be 
included in the income of the employee un- 
der subparagraph (A) of this paragraph.” 
(Italics supplied.) 


Forfeitable Rights 


If the facts in the Hackett case had been 
such ‘that deferred annuity contracts had 
been purchased instead of immediate pay- 
ment contracts, and if Hackett and the others 
would have forfeited all rights to receive 
payments under the annuity contracts had 
the employment been terminated either by 
the employer or the employee within a speci- 
fied number of years, then the result would 
have been entirely different. These em- 
ployees would not have been taxable in the 
year in which the annuity contracts were 
purchased. Nor would they have been tax- 
able in the year in which their rights be- 
came vested. They would be taxable only 
in the years in which they receive the pay- 
ments under the annuity contracts, and in 
those years they would be required to pay 
a tax on the entire amounts received. Sec- 
tion 29.22 (b) (2)-5 of Regs. 11 provides: 


“If the employee’s rights under the annu- 
ity contract in such a case were forfeitable 
at the time the employer’s contribution was 
made for the annuity contract, even though 
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they become nonforfeitable later, the amount 
of such contribution is not required to be 
included in the income of the employee, but 
any amount received or made available to 
the employee under the annuity contract shall 
be included in the gross income of the em- 
ployee in the taxable year in which received 
or made available, except that if the em- 
ployee contributed any of the consideration 
for the annuity, the annuity shall be included 
in the income to the extent provided in 
Section 29.22 (b) (2)-2.” (Italics supplied.) 

This provision in the regulations correctly 
interprets the law since Section 22 (b) (2) 
(B) in referring to annuity contracts under 
a non-qualified plan provides for taxing the 
employee for the amount contributed by 
the employer for the annuity contract “on 
or after such rights become nonforfeitable.” 
Moreover, such a construction of the Regu- 
lations is consistent with the treatment of 
contributions to a trust under a non-qualified 
plan which provides for contributions while 
the employee’s rights are forfeitable, but 
whose rights become nonforfeitable in a later 
year. Section 165 (c) provides: 

“Treatment of beneficiary of trust not ex- 

empt under subsection (a).—Contributions 
to a trust made by an employer during a 
taxable year of the employer which ends 
within or with a taxable year of the trust 
for which the trust is not exempt under sec- 
tion 165 (a) shall be included in the gross 
income of an employee for the taxable year 
in which the contribution is made to the 
trust in the case of an employee whose benefi- 
cial interest in such contribution is nonforfeit- 
able at the time the contribution is made.” 
(Italics supplied.) 
The quoted provision was made at the sug- 
gestion of the Senate Finance Committee. 
In the House Committee Report (1942-2 CB 
451) there is the following sentence: 

“Tf an employee’s trust does not meet the 
requirements set out in section 165 (a), then 
under subsection (c) contributions made by 
the employer shall be included in the gross 
income of the employee for the taxable year 
of the beneficiary in which the contribution 
is made to the trust, if the employee’s 
beneficial interest in such contribution is non- 
forfeitable. If at the time of the contribu- 
tion the employee’s interest is forfeitable 
but it becomes nonforfeitable in a later year, 
then such employer’s contribution shall be 
included in the income of the employee in 
the taxable year in which such change occurs.” 
However, in the Senate Committee Report 


(1942-2 CB 607) there is the following 
language: 


Taxation of Deferred Compensation 





“With respect to Section 165 (c), the 
House bill provided that if a trust is non- 
exempt under Section 165 (a), contributions 
made by an employer for an employee whose 
interest is nonforfeitable, must be included 
in the gross income of the employee in the 
taxable year of the employee when the em- 
ployer’s contribution is paid. That provision 
is retained, but there has been eliminated the 
additional provision in the House bill to the 
effect that all past employer’s contributions to 
a nonexempt trust on a forfeitable basis would 
become taxable to the employee in the single 
year in which the benefits provided thereby 
might become nonforfeitable.” (Italics sup- 
plied.) 


The change made by the Senate Finance 
Committee was instigated by the fact that 
under a non-qualified plan in which the em- 
ployee’s rights were forfeitable at the time 
the contribution was made, the employer 
would never be allowed any deduction for 
such contribution in any year. Since he 
would not get a deduction in the year in 
which the employee’s rights became nonfor- 
feitable, it was decided that the employee 
should not be taxable in the year in which 
his rights become nonforfeitable. 


While the Court of Appeals appears to 
have been correct in the Hackett case in 
stating that the 1942 Act did not change the 
law regarding the taxability of amounts paid 
for annuities for employees under a non- 
qualified plan at the time the employee’s 
rights were vested, which was the kind of a 
case the court was considering, that state- 
ment should not apply to contributions made 
under such a plan in a year in which the em- 
ployee’s rights were forfeitable. While un- 
der the old law the employee might have 
been considered as having received economic 
benefits when his rights became vested and 
as having been paid compensation in the 
form of a commodity, that rule would not 
appear to apply for 1942 and subsequent 
years because of the changes made in the 
Internal Revenue Code described above. It 
may be argued that while the employee 
would not be taxable when his rights be- 
came vested in an annuity contract, never- 
theless he would be taxable if in addition 
to his rights’ being vested, the annuity con- 
tract was delivered to him. However, there 
would appear to be no significance in the 
mere delivery of the contract. If the em- 
ployee’s rights are vested, he is entitled to 
receive the annuity payments regardless of 
whether there has been an actual delivery 
of the contract. If the employee has the 
right to surrender the contract for a cash 
surrender value, it may be argued that he 
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has received income to the extent of such 
value. This would apparently be based on 
the theory that such value was made avail- 
able to him. However, such cash surrender 
value would not be considered as construc- 
tively received merely because he had the 
option to surrender the contract for it, since 
in order to get the cash it would be neces- 
sary to give up all his rights to an annuity. 
There is no constructive receipt of income 
which is subject to any such condition. See 
Section 29.42-2, Regulations 111. 


Reserve To Pay 
Deferred Compensation 


It should be noted that there is no pro- 
vision in the Internal Revenue Code relating 
to pension plans where the employer neither 
purchases annuity contracts nor makes con- 
tributions to a trust. The employer is clearly 
not entitled to any deduction where he 
merely creates a reserve to provide deferred 
compensation even if he is on the accrual 
basis. Section 23 (p) puts all taxpayers on 
the cash basis as far as deferred compen- 
sation is concerned. The deduction, if ob- 
tainable at all, is permitted only for the 
year in which the compensation is paid. Nor 
is the employee taxable in the year in which 
the reserve is set up even though his rights 
are nonforfeitable, if he keeps his books and 
makes his tax return on a cash basis. Hav- 
ing vested rights to a pension, he may feel 
as amply protected as if his employer had 


bought an annuity contract. Nevertheless, 
he has not actually received any annuity 
contract or any other property. Nor has 
he constructively received anything, since he 
cannot get the cash that has been put into 
the reserve. He is in the same position as 
any taxpayer making his return on the cash 
basis who has accrued rights. He may have 
rents which have accrued to him and which 
are reasonably certain to be collected, but 
which are not payable until a later year, 
He may have sold stock through his broker 
on a stock exchange and he is reasonably 
certain to receive the purchase price within 
a few days, but if the year closes before 
there has been a delivery of the stock and 
the receipt of the purchase price, he is not 
considered as having received income from 
the sale during the year in which the sale 
was negotiated. In all of these situations the 
taxpayer receives economic benefits to the 
extent that his rights are accrued and col- 
lectible. Nevertheless, Section 42 of the In- 
ternal Revenue Code provides: 


“The amount of all items of gross income 

shall be included in the gross income for 
the taxable year in which received by the 
taxpayer unless, under methods of account- 
ing permitted under Section 41 any such 
amounts are to be properly accounted for 
as of a different period.” 
Consequently, there is no income to the tax- 
payer making his return on the cash basis 
until he actually or constructively receives 
such income. 


[The End] 
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Connecticut Franchise (Income) Tax 


If the Connecticut Corporation Business Tax is applied to a cor- 
poration which does no intrastate business in the state, it violates the 
Federal Constitution. This was the decision of Judge Comley of the 
Connecticut Superior Court for Hartford County on August 14, 1947, 
in the Spector Motor Service, Inc., case. 


It follows the mandate of the United States Supreme Court in the 
case of Spector Motor Service, Inc. v. McLaughlin et al. by getting 
a determination by the state courts of the application of the Connecticut 
taxing statute to corporations engaged exclusively in interstate business. 
After the decision of the Superior Court has been disposed of by the 
Connecticut Supreme Court of Errors, the question of levying an excise 
upon corporations engaged exclusively in interstate commerce can be 
brought before the United States Supreme Court. 
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Donor’s Income Tax Liability 
as Subjecting.Him to Subsequent Gift Tax 


By 


MAURICE T. BRUNNER 


T= MILIEU of the problem suggested 
by the title of this article is the Clifford 
type trust and the family partnership. Does 
the creator of a trust or one who makes a gift 
of a business interest become liable for a 
gift tax when income taxable to him is paid 
to the beneficiary of the trust or to the 
partner who acquired the beneficiary’s in- 
terest by gift? It is six years since the 
Clifford decision shook the trust world, but 


only in October of the past year was our - 


question as to trust income answered in the 
Tax Court. In the single year which has 
passed since the Tower and Lusthaus cases, 
no answer has been made as to the distribu- 
tion of partnership profits. 


In the income tax cases in which it is 
sought to tax trust income to the settlor, 
the issue is his retention of such a “bundle 
of rights” as render him still the owner of 
the corpus by reason of economic benefits 
resulting to him.* The issue in the family 
partnership income tax cases is, “Who 
earned the income ?”? However, the differ- 
ence in the income tax issues should not be 
carried over into the gift tax cases. Whether 
the gift problem is presented by a trust case 
or a partnership case, the decisive issue 
should be the same: Has there been a com- 
plete transfer of the right to receive income 
or profits? This issue, however, usually pos- 
sesses a double aspect. It embraces (1) a 
transfer of title so that, as earned, the in- 
come or profits vest in the donee; and (2) 
(if the transfer was made since the gift tax 


1 Helvering v. Clifford [40-1 ustc { 9265], 309 
VU. S. Sat. 

2 Tower v. Commissioner [46-1 ustc { 9189], 
66 S. Ct. 532. 


statute was enacted) an opportunity for the 
government to collect a fair gift tax. 


Our analysis of the authorities bearing on 
the question supports the proposition that 
if the stated issue is determined in the af- 
firmative, no gift tax should be imposed 
upon annual distributions pursuant to a prior 
gift. 


Relationship of Income 
and Gift Taxes 


There is no vigor in the argument that 
because a donor is subject to income tax on 
the income or profits of the subject matter 
of the gift, he is liable for a gift tax. The 
courts have stated repeatedly that the in- 
come tax and gift tax are not closely inte- 
grated. Thus, a gift regarded as incomplete 
for purposes of income tax is not necessarily 
so regarded for gift tax purposes,® even 
though it is the Commissioner who makes 
the argument.‘ A donor may not claim 
there is no gift because he remains liable 
for income tax,’ nor may he deduct the 
capitalized value of income which will re- 
main taxable to him. On the other hand, 
the relationship between income and gift 
taxes is not such that the fact of the donor’s 
remaining liable to income tax on the earn- 
ings of the donated property subjects him 
to gift tax when such earnings veSt in the 


3 Lockard [CCH Dec. 15.471], 7 TC 1151. 

Commissioner v. Prouty [40-2 ustc { 9734], 
115 F. (2d) 331. 

5 Lockard, supra; Goulder v. U. 8. [45-2 ustc 
{ 10.210], DC Ohio, 1945. 

6 Commissioner v. Beck [42-2 ustc { 10,195], 
129 F. (2d) 243. 


Mr. Brunner is associated with the Bureau of Analysis, 
business and estate tax consultants of Davenport, Iowa 
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legal owner. This has been expressly recog- 
nized by the Tax Court in a trust case.’ As 
the trust income involved in this case was 
profits arising directly from the personal 
services of the settlor, the issue presented is 
indistinguishable from that in a family part- 
nership case. 


The question of whether a donor of a com- 
pleted gift is to be subjected to subsequent 
gift tax on income of the donated property, 
involves not integration of income and gift 
tax laws but the integrity of the gift tax 
law alone. Two decisions rendered prior to 
the Hogle case require distinction in this re- 
gard. In a memorandum decision ® involv- 
ing other issues, the court stated that the 
Commissioner “further determined that the 
trust created by petitioner in September, 
1940 was insufficient to shield him from tax 
upon its income and since the income of the 
trust had been distributed to the benefici- 
aries, it was a taxable gift. We so hold.” 
The Circuit Court of Appeals for the Sixth 
Circuit affirmed this decision without adding 
to the Tax Court’s discussion of the matter, 
saying that “since taxwise the dividends 
both in 1940 and 1941 constituted the in- 
come of the taxpayer, the Tax Court was 
right.”*® Actually, the facts in this case 
showed that at the time the trust was created 
there was no taxable gift involved because 
of the reserved powers of the donor” and 
the transfer under the trust was not in- 
cluded in the taxpayer’s gift tax return for 
the year of creation. Thus, there was bound 
to be a taxable gift in subsequent years 
when the distributions were actually made. 
In a more recent case ™ the Tax Court held 
that when the Commissioner had won a 
family partnership case on the ground that 
no complete gift of a business interest had 
been made, he could not thereafter assess a 
deficiency on the original gift as reported. 
As to this case, it is pointed out that the 
Supreme Court in the Tower decision found 
it unnecessary to determine the gift issue in 
deciding who is taxable on the income of a 
family partnership. 


Ownership 


In determining income taxability in re- 
gard to earnings or profits, ownership of 


™ Hogle [CCH Dec. 15,423], 7 TC 986, followed 
in Lockard, supra. See also Paul, Federal Es- 
tate and Gift Taxation, Volume 2, page 1200. 

8 Steckel [CCH Dec. 14,153(M)], 3 TCM 996. 

® Steckel v. Commissioner [46-1 ustc { 9213], 
154 F. (2d) 4. 

10 Sanford v. Commissioner [39-2 ustc { 9745], 
308 U.S. 39. 

1 Strong [CCH Dec. 15,415], 7 TC 953. 
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such earnings or profits is not decisive 
Ownership well may rest in one person and 
income tax be incurred by another.” How- 
ever, ownership is a decisive factor in de- 
termining whether a gift has been made. 
Where a distribution is made to a person 
having no right to demand such distribution, 
a gift may result.“ On the other hand, one 
who merely transfers to another person 
property which belongs to that other per- 
son, does not make a gift.* Thus, one who 
has made a valid completed gift of property 
cannot be deemed to make a gift of the in- 
come therefrom which he subsequently re- 
ceives and turns over for the benefit of the 
original donees.” Where a husband has 
made a gift to his wife, without any strings 
or restrictions of any kind or any agreement 
as to her use of the funds, he does not make 
a second gift when he repays to her a loan 
she made to him from the transferred funds. 
The husband could have been compelled to 
pay the interest and principal; conse- 
quently, when he made the payments, he 
was not making gifts.* The income of a 
trust vests in the trust as earned, and a set- 
tlor who has no control over its disposition 
cannot be regarded as making gifts of the 
income as it is earned.” From the stand- 
point of gift tax, as opposed to income tax, 
there is no statute such as Section 22 (a) 
of the Internal Revenue Code which requires 
the court to look behind the legal situation 
to some other in order to impose a gift 
tan. 


Completeness of Original Transfer 


The determination of income tax liability 
does not at all turn upon the completeness 
of a transfer of the right to income.” On the 


2 Tower, supra; Morton v. Thomas [47-1 ustc 
9101]; MacDonald [CCH Dec. 15,537(M)], 5 
TCM 1098, stating that while a gift of a part- 
nership interest may convey ownership, it does 
not follow that such ownership makes the donee 
a partner for income tax purposes even though 
the partnership assets are important income- 
producing factors. 

18 Roeser [CCH Dec. 13,324], 2 TC 298. 

14 Casnet [CCH Dec. 11,047(B)], BTA memo. 
op. 
an Schmidlapp [CCH Dec. 11,694], 43 BTA 829 

A). 

16 Steele [CCH Dec. 10,427], 38 BTA 589 (A). 

" Hogle, supra; Lockard, supra. See also 
Schrieber [CCH Dec. 15,076], 6 TC 707, and 
Woosley [CCH Dec. 15,514(M)], 5 TCM 1038, 
holding that property purchased with profits 
distributed to nonrecognized partners belongs 
to such individuals. 

18 Hogle, supra. 

1” Tower, supra. See also Woosley, supra, 
stating that the validity of a gift of property 
which a wife contributes as capital to a part- 
nership is of no controlling importance. 
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other hand, a contention that distributions 
to trust beneficiaries or partners constitute 
gifts, must necessarily be based on the in- 
completeness of the original transfer which 
gave rise to the distributions.” If the origi- 
nal transfer was incomplete for gift tax pur- 
poses, subsequent distributions of income 
are properly held taxable gifts at the time of 
distribution.” However, it does not follow 
as a matter of course that because income 
of a trust is taxable to a grantor, the trans- 
fer in trust was incomplete as to that in- 
come for gift tax purposes.” 


A donor’s control over the subject: matter 
of a gift may, by express reservation or sub- 
sequent exercise, be so substantial as to 
support a conclusion that no gift was either 
made or intended—for example, where no 
substantial change was effected by a convey- 
ance of an interest in his business from a 
husband to his-wife, with no actual distri- 
bution to her from the earnings of the part- 
nership, and continued treatment of her 
share of the earnings by the husband as 
though they were his own.” However, if 
the transfer of the business interest was 
complete, subject to no conditions, restric- 





» Fleming [CCH Dec. 13,963], 3 TC 974. 

21 Fleming, supra; Roeser, supra, 

2 Hogle, supra. 

3 Grant v. Commissioner [45-2 ustc { 9375], 
150 F. (2d) 915; Mead v. Commissioner [42-2 
ustc { 9727], 131 F. (2d) 323; Earp v. Jones 
[42-2 ustc {| 9765], 131 F. (2d) 292; Lowry [CCH 
Dec. 13,905], 3 TC 730; Tyson [CCH Dec. 
13.849(M)], 3 TCM 301, aff’d [45-1 ustc { 9121] 
146 F. (2d) 50. See also Tyson [CCH Dec. 
13,784(M)], 3 TCM 200, holding the same where 
profits were actually distributed to wife. 
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New York Corporate Franchise Tax 


tions or surrounding circumstances which 
might give proof to an absence of intent to 
transfer dominion and control of the sub- 
ject matter and negative a present gift,” 
the property and the income therefrom un- 
questionably should belong to the donee. 
The property having been transferred, the 
right to income would pass with it since 
the right to receive income from property 
is one of the most important incidents of 
ownership of such property.” In determin- 
ing the value of the original gift, the Com- 
missioner would rightfully consider the good 
will and the earning capacity of the business 
interest which was transferred,” and thus 
recognize that a gift of the property carried 
with it a gift of the income. What a donee 
does with property after the gift is com- 
plete, should not affect the existence of a 
gift in the first instance.” If a husband 
gives his wife an interest in his business, and 
this interest actually belongs to the wife 
and the profits thereof actually inure to her 
benefit, the husband should not be deemed 
to be exercising “dominion and control” 
merely because he manages the business.™ 


[The End] 


2% Tower v. Com, [45-1 ustc { 9246], 148 F. 
(2d) 388, reversed on other grounds. 

2 Lowry, supra; Lorenz [CCH Dec. 13,906], 
3 TC 746. 

26 Regulations 108, Section 86.19 (b); Scherer, 
supra. 

27 Swope [CCH Dec. 10,981], 41 BTA 213; 
Steele, supra. 


% Reinecke v. Northern Trust Company [1 
ustc § 347], 278 U. S. 339. See also Hogle v. 





Commissioner [42-2 ustc { 9811], 132 F. (2d) 66. 


The accrual date of the New York State corporate franchise tax, for federal 
income tax purposes, has been passed on by a ruling and a Tax Court decision 
with conflicting results. I. T. 3697 provides that the liability of a corporation to 
pay the tax is determined on the first day of the fiscal or calendar year in which 


it is due and payable. 


Accordingly, the franchise tax owing for a fiscal year 


ending June 30, 1947, would accrue for federal income tax purposes in the follow- 


ing taxable year beginning July 1, 1947. 


The recent Tax Court case of Durst Productions Corporation holds to the 
contrary without alluding to the ruling. Under that decision, the accrual of 
the tax would not be prohibited by the fact that the tax is not yet due. Thus, the 
tax for the fiscal year ending June 30, 1947, would accrue on that date and would 
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be deductible in computing the federal income tax liability for that fiscal year. 

































































Accounting Methods 
for Income Tax Purposes 


By WILLIAM MARCULIES 


The author is a certified public accountant and heads 
his own firm in Newark, New Jersey 


OU have just started on the installation 
of books for a new client, a small manu- 
facturer of machinery. Until now he has not 
kept a complete set of books, but only a 
check book and an _ accounts-receivable 
ledger. The income tax returns have been 


Received from customers 
Paid for purchases and labor ... 
Paid for expenses . 

Inventory at beginning . 
Inventory at end . 

Net profit per returns 


. 36,331 


prepared from the bank statements and 
checks paid. : 

You examine the income tax returns filed 
by this client for the years 1944, 1945 and 
1946, and find, in summary, the following: 


1944 
$52,608 


1945 
$92,622 
62,651 
6,744 
250 
4,350 
27,327 


1946 


$151,874 
119,782 
9,177 
4,350 
3,700 
22,265 


4,783 
400 
250 

11,344 





You know that a return should be pre- 
pared either on the cash basis or on the ac- 
crual basis, but should not combine the two. 
These returns combine cash receipts and 
payments with adjustments for changes in 
inventory; therefore, in your opinion, they 
have been incorrectly prepared. 





Accounts receivable at beginning 
Accounts receivable at end ......... 
Accounts payable at beginning 
Accounts payable at end 

Net profit per returns 

Net profit on cash basis 

Net profit on accrual basis 


- 11,344 





From the wide variations between the 
amount of profit shown on the returns, the 
profit on the cash basis and the profit on the 
accrual basis, it is apparent that whatever 
is done to straighten out the accounting 
method will result in considerable change 
in your client’s taxable income. Being a 
conscientious practitioner and wanting to be 
sure that whatever you do is right, you 
search through your tax books and arrive 
at some confusing answers. 
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To straighten out your client’s returns 
so that he may be protected from arbitrary 
or unexpected assessments, you recompute 
his income for each of the past three years 
on the straight cash basis and on the 
straight accrual basis. The results of your 
computations show: 


1944 1945 
$ 2,506 $ 2,035 
2,035 11,568 
855 2,134 
2,134 3,817 
27,327 
3,227 
35,177 


Permissible Methods 


Your research discloses that net income 
may be computed for income tax purposes 
either on the basis of cash receipts and dis- 
bursements or on an accrual basis. The 
method of accounting to be used is that 
regularly employed by the taxpayer in keep- 
ing his books, However, if the taxpayer 
does not keep books, the Commissioner may 
require the adoption of whatever method in 


1946 


$11,568 
3,313 
3,817 
4,173 
22,265 
22,915 
13,654 


11,494 
9,594 
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his opinion clearly reflects the income. The 
Commissioner has this power even if books 
are kept, but then only if the accounting 
method does not clearly reflect the income.’ 


To reflect income clearly, the taxpayer 
must be consistent in his method of account- 
ing. He cannot at one time have two bases 
of accounting.? Similarly, the Commissioner 
must be consistent. If he determines that 
the taxpayer’s method of accounting should 
be changed, the Commissioner must change 
it either to the cash basis or to an accrual 
basis; he may not, for example, deny a de- 
duction on the ground that only a portion 
of the expense is properly allocable to the 
tax year.* 

“Taxpayers are sometimes so careless in 
their application of the principle of con- 
sistency that it is difficult to decide which 
method has been adopted. This basis, 
known as the hybrid method, often results 
in difficulties for the taxpayer. The Treas- 
ury in such circumstances selects that 
method which yields the greatest amount of 
tax and places the insurmountable burden 
upon the taxpayer to show that its adjust- 
ments, which invariably entail additional tax, 
do not result in clearly reflecting the in- 
come. Such burden may be avoided 
only by following consistently a particular 
method.” * 


Primary Requirement 


Although the Code does not prescribe 
any particular method of accounting, the 
method of account'ng must reflect true net 
income. If it does, the Commissioner can- 
not change it by regulation or otherwise; if 
it does not, the Commissioner may change 
it The Regulations emphasize that the method 
employed by the taxpayer in keeping his 
books is of primary importance and that 
the Commissioner may direct the manner 
in which the accounting is made only if 
the taxpayer does not employ a method of 
accounting which clearly reflects income.® 

In Osterloh v. Lucas,’ the court stated: 

“The case turns largely upon what is 
meant by the requirement that the method 





11. R. C. Section 41. 

22 Mertens, Law of Federal Income Taxation, 
Section 12.08. 

3Smith, ‘‘Deductions from Gross Income— 
Taxpayer on Cash Receipts and Disbursements 
Basis,’"” TAXES—The Tax Magazine, February, 
1938, pp. 79, 81. 

‘1 Montgomery, Federal Taxes on Corpora- 
tions, 1944-45, p. 947. 

5 Smith, op cit., p. 79. 

6 2 Mertens. op cit., Section 12.05. 

™[1930 CCH 9 9115] 37 F. (2d) 277 (CCA-9, 
1930); aff’'g [CCH Dec. 4395] 13 BTA 713 (1928). 
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of accounting shall clearly reflect the in- 
come. If this requirement is absolute, it is 
safe to say that books kept on the basis of 
cash received and disbursed will rarely, if 
ever, reflect the true income, because nearly 
always at the end of a tax year accounts 
due the taxpayer will remain uncollected 
and some of his own obligations will re- 
main unpaid. But we do not think that any 
such literal construction was contemplated. 
In our opinion, all that is meant is that the 
books shall be kept fairly and honestly; and 
when so kept they reflect the true income 
of the taxpayer within the meaning of the 
law. In other words, the books are con- 
trolling, unless there has been an attempt 
of some sort to evade the tax. This con- 
struction may work to the disadvantage of 
the taxpayer or the government at times, 
but if followed out consistently and honestly 
year after year the result in the end will 
approximate equality as nearly as we can 
hope for in the administration of a revenue 
law.” 


The same opinion, in somewhat different 
words, was recently expressed by the Tax 


Court in Maurice W. Simon? 


Books of Account 


In Kabatznick v. Eaton, the taxpayer had 
accountants install a set of double-entry 
books on October 1, 1923. Prior to 1923, the 
returns had been filed on a cash basis. The 
Commissioner determined that the income 
should be computed on an accrual basis 
starting with 1923, on the ground that it re- 
flected the true income more clearly. “While 
it may be that the system installed and kept 
by the plaintiff lacks some of the elements 
of the highest scientific accrual method, the 
fact remains that th's was the method 
adopted by him, and shows such accounts 
as inventory accounts, accounts receivable, 
accounts payable, reserved for bad debts, 
reserved for depreciation, and accounts rent 
payable, all of which are accrual accounts; 
and the plaintiff’s income for the purpose of 
taxation cannot be fairly ascertained with- 
out reference to these accounts, which would 
necessarily compel the use of the accrual 
method. It at least comes nearer reflecting 
true income than simply taking rece‘pts and 
disbursements. 


“The claim of the plaintiff that he has a 
right to render his income returns on cash 
receipts and disbursements basis would have 
considerable force in respect to installment 





8 [CCH Dec. 15.586(M)] TC memo. op. (1947). 
® [1930 CCH { 9699] 45 F. (2d) 244 (DC Conn., 
1930). 
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sales if he had kept his books on that basis; 
but, rather having kept his books on what 
may be termed a near accrual system, he 
cannot now complain.” ” 


Qualifications of Proper Books 


Because the accounting method in the 
return sometimes is determined by whether 
or not books are kept, it is necessary to 
know what are considered to be “books.” 
In Max H. Stryker it was held that check 
stubs, rent receipts and dividend statements 
do not comprise records formal enough to 
be considered regular books of account. In 
Louis M. Brooks,” and in Malcolm G. Brooks,” 
it was held that books were not kept as re- 
quired by Code Section 41 where the tax- 
payer made notations of transactions on 
slips of paper and placed them in a file and 
a so-called ledger containing a few summary 
sheets incorporated into a binder, which was 
prepared from the files by the taxpayer’s 
accountant and always retained by him. 
Where the taxpayer had only check books 
and kept a small pocket time or memoran- 
dum book in which from time to time he 
made entries of expenditures for labor, and 
other items, it was held that he kept no 
regular books of account in the commercial 
sense.”* 


Inventories and Accrual Method 


Whenever, in the opinion of the Com- 
missioner, the use of inventories is neces- 
sary clearly to determine the income, 
inventories must be taken.” In Regulations 
111, Sections 29.22 (c)-1 and 29.41-3, the 
Commissioner has stated that to reflect the 
net income correctly, inventories at the be- 
ginning and end of each taxable year are 
necessary wherever the production, pur- 
chase or sale of merchandise is an income- 
producing factor. In Section 29.41-2, he fur- 
ther states that “in any case in which it is 
necessary to use an inventory, no method 
of accounting in regard to purchases and 
sales will correctly reflect income except an 
accrual method.” 


” Kabatznick v. Eaton. supra. See also Ru- 
dolph C. Planeta [CCH Dec. 13,946(M)], 3 TCM 
490 (1944), and Wolf Bakery & Cafeteria Com- 
pany [CCH Dec. 15,186(M)], 5 TCM — (1946). 


1 [CCH Dec. 9714] 36 BTA 326 (1937); A. 
1937-2 CB 27. 

122 [CCH Dec. 15,035] 6 TC 504 (1946). 

13 [CCH Dec. 15,047(M)] 5 TCM — (1946). 


“4H. L, Scales [CCH Dec. 3614], 10 BTA 1024 
(1928); A. VII-2 CB 35. 


% 1. R. C. Section 22(c). 
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Change of Method 


In Theodore H. Beckman,* the Commis- 
sioner determined that the cash receipts and 
disbursements method was the proper basis 
for reporting income, The burden was upon 
the taxpayer to show otherwise. The in- 
come tax returns indicated, upon their face, 
that they were filed upon the cash basis. 
The fact that inventories were taken at the 
beginning and close of each year, was not 
sufficient in itself to show that the cash basis 
did not clearly reflect the income. It also 
appeared from the meager testimony that 
the cash basis was used by the taxpayer in 
keeping his books of account. 


The fact that returns for previous years 
have been accepted on one basis, does not 
preclude the Commissioner from insisting on 
a change to a method clearly reflecting the 
taxpayer’s income. In the case of William 
Hardy, Inc. v. Commissioner," the value of the 
taxpayer’s opening inventory, which was, in 
effect, deducted from income by adding its 
value to the cost of goods purchased during 
the year, was held to be a proper addition to 
its net income, reported on the cash basis, 
in making audit on the accrual basis. 


If the incorrect method of accounting has 
been used, the taxpayer may apply to the 
Commissioner for permission to change. 
Application for permission to change is nec- 
essary because, even if the method used is 
incorrect, the Commissioner is not required 
to make a change. He may be willing to 
permit the continuance of an_ incorrect 
method, especially if the revenue is greater 
under that method. 


Section 29.41-3 of Regulations 111 pre- 
scribes the method by which a taxpayer 
must proceed to obtain permission to change 
his method of accounting. This permission 
will not be granted unless the taxpayer and 
the Commissioner agree to the terms and 
conditions under which the change will be 
effected, the taxpayer be'ng required in his 
application to specify the classes of items 
differently treated under the present and 
the proposed methods and the amounts 
which would be duplicated or entirely omit- 
ted as a result of the proposed change. 


Necessary Adjustments 


The particular items to be shown in an 
application for change of method are listed 
as follows in a Bureau letter to a taxpayer: 


1% [CCH Dec. 2952] 8 BTA 830 (1927). 
17 [36-1 ustc § 9115] 82 F. (2d) 249 (CCA-2, 
1936); rev’'g BTA memo. op. (1933). 
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1. Income accrued but not received. 


2. Income received in advance of the date 
on which it was earned. 


3. Expenses accrued but not paid. 
4. Expenses prepaid, 







5. Amount of inventory, if any. 


The major items and amounts comprising 
the foregoing classifications must be stated, 
as well as the manner in which each classi- 
fication was treated for income tax purposes 
for the taxable year preceding the year for 
which the change is desired. 









When a change in accounting method is 
made as the result of application by the tax- 
payer and consent by the Commissioner, 
later dispute as to manner of treatment of 
various items is prevented by the agreement 
required of the taxpayer in advance of the 
change. When, however, the taxpayer 
makes a change without the consent of the 
Commissioner, or when the Commissioner 










ment can arise as to the proper treatment of 
changed items under the new method. 






The Hardy case™ furnishes an excellent 
example of the way in which the Commis- 
sioner accomplishes a change of method. 
The court held that upon the change, in an 
amended 1925 return, from the cash to the 
accrual basis of accounting, the amount of 
inventory and of accounts receivable at the 
beginning of the year 1925 should be added 
to the income that would be reported on the 
strict accrual basis. Otherwise, these 
amounts would escape tax altogether. De- 
duction should be allowed also for accounts 
payable, if any, as of January 1, 1925. 

























































Where a partnership changed from the 
cash basis to the accrual basis in 1920 and 
filed its 1920 return on the accrual basis 
without permission from the Commissioner 
to do so, the Commissioner’s refusal to al- 
low the partnership to.include the January 
1, 1920 inventory value in its cost of goods 
sold during 1920 was approved.” In Gold- 
stein Brothers Dollar Cleaning Company,” the 
Board held that “Where a change is made 
by a taxpayer from the cash receipts and 
disbursements to the accrual basis, or vice 
versa, the returns must be adjusted to take 
up the slack. Accrued accounts receivable 
must be taken into income and accrued ac- 


counts payable must be allowed as a deduc- 
tion.” 


































































18 Ibid. 

® Barbas v. Woodworth [39-1 ustc {| 9372], 24 
AFTR 1159 (DC Mich, 1939). 

* BTA memo. op. (1936). 
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makes the change, considerable disagree- 


Review of Methods 


In summarizing the conclusions of this 
analysis, we find: 

1. Net income may be computed on either 
the cash basis or accrual basis, but in every 
case must reflect the correct income. 


2. If books are kept, the method used in 
the books will control and the burden will 
be on the Commissioner to show that it does 
not properly reflect the correct income. 

3. If books are not kept, the finding of the 
Commissioner as to the proper method of 
accounting will bind the taxpayer. 

4. If inventories are an income-producing 


factor, the Commissioner will insist on the 
accrual method. 


5. If the wrong method of accounting is 
in use, the taxpayer may change only if the 
Commissioner consents. The Commission- 
er, however, may make a change at any time. 

6. When a change in accounting method 
is made, whether by the taxpayer or by the 
Commissioner, adjustments must be made 
to the income in the year of change in order 
to prevent the exclusion of income or the 
double deduction of expenses. 


Any of the following combination of con- 
ditions may exist: 


Books are not kept and inventories are 
not used, and 


1. Returns are on the cash basis; 

2. Returns are on the accrual basis. 
Inventories are used, and 

3. Returns are on the cash basis; 

4. Returns are on the accrual basis. 


Books are kept and inventories are not 
used, and 


5. Returns are on the cash basis; 
6. Returns are on the accrual basis. 
Inventories are used, and 


7. Returns are on the cash basis; 
8. Returns are on the accrual basis. 


In cases 1 and 2, where books are not kept 
and inventories are not used, the position 
of the taxpayer is very vulnerable. The 
Commissioner may determine at any time 
that the method of accounting does not 
properly reflect the income, and may make 
whatever adjustments he deems necessary. 
The Commissioner’s power to make this 
change is broad, and extends not only to 
the year under audit but also to the earliest 
open year. The Commissioner naturally 
will choose to make the change in the year 
when the greatest amount of tax will result. 
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If books are kept, as in cases 5 and 6, the 
Commissioner likewise has the authority to 
make a change in the method of accounting. 
But here the taxpayer is on firmer ground 
since the Commissioner has to prove that 
the method shown in the taxpayer’s books 
does not properly reflect his income, 

Where inventories are an income-produc- 
ing factor, returns prepared on the cash 
basis are improper regardless of whether or 
not books are kept (cases 3 and 7). Tax- 
payers in such a position are subject to hav- 
ing their accounting method changed at any 
time by the Commissioner with no defense 
on their part. 


Taxpayers having inventories and re- 
porting on the accrual basis stand on the 


firmest ground, especially, as in case 8, if 
they keep books. 


Conformance with Requirements 


Action by the taxpayer should be as fol- - 


lows (preferred order stated first): 


Where inventories are an income-produc- 
ing factor: 


1. Maintain a complete set of books on 
the accrual basis. 


2. If the business is very small and books 


are not kept or are incomplete, file returns, 
nevertheless, on the accrual basis by making 
year-end adjustments for inventory, ac- 
counts receivable, accounts payable and 
other accruals and prepayments. 


3. If returns are being filed on the cash 
basis, apply for permission to change the 





1944 
$ 9,594 


Accrual method 
Accounts receivable at beginning of 


method of accounting. Before filing appli- 
cation, make tentative computations of the 
amount of income taxes for the current year 
under the present accounting method and 
the amount of taxes on the income for the 
current year under the proposed method plus 
the adjustments necessitated by the change 
in method. If the change in method is made 
by permission of the Commissioner, the ad- 
justments will have to be made in the year 
of change. If the change is made without 
prior permission, the Commissioner may ac- 
cept the return as prepared or may make 
the necessary adjustments in any open year, 
whichever will result in the larger tax. 


Where inventories are not an income-pro- 
ducing factor: 


4. Maintain a complete set of books on 
either the cash basis or accrual basis, which- 
ever better reflects the income. 


5. If books are not kept or are incomplete, 
file returns on the cash basis. 


Tentative Computations 


The most important step before applying 
for a change in accounting method is the 
making of tentative computations of the 
amount of income (and taxes) under the 
present and the correct methods for each 
of the last three years. Computations for 
the current year should also be made, and 
should be based on estimated income under 
the proposed method plus whatever adjust- 
ments are required. Such computations in 
the present case show the following: 


1945 1946 1947 
$35,177 $13,654 $15,000 


year less accounts payable .+1,651 — 99 +7,751 — 860 
$14,140 


14,140 


$ 0 


$21,405 
22,265 


$35,078 
27,327 


$11,245 
11,344 


Amended return 


Return filed 


Change in income —$ 99 +$ 7,751 —$ 860 








The taxpayer could possibly set up the 
books on the same basis used in filing the 
returns, and hope that the returns will con- 


tinue to be accepted on this basis. Perhaps, 
however, because of the existence of in- 
ventories he decides that the accrual method 
is the only proper method and that even if 
books are kept under some other method, 
returns cannot properly be filed otherwise. 
Therefore, he decides that starting in 1947, 
the returns should be filed on the accrual 
basis. He still has to decide whether or not 
to apply for permission to change to the 
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accrual method in 1947 (assuming there is 
still time to apply). 


Analysis shows that if permission to 
change is applied for and granted, the tax- 
payer will be able to deduct $860 from his 
actual net income in 1947. If permission to 
change is not applied for, the Commissioner, 
upon examination, undoubtedly will change 
to the accrual method in the year most ad- 
vantageous to the government, namely, in 
1945. The taxpayer, therefore, decides to 
apply for permission to change. 
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Conclusion 


The determination of the proper method 
of accounting under which to file a tax re- 
turn is complicated by at least three factors 
which are sometimes contradictory: (1) 
the fact that the return should be filed on 
the same basis as the books are kept; (2) 
the fact that the accounting method must 
properly reflect income; and (3) the fact 
that if inventories are an income-producing 
factor, the accrual method must be used. 
Where one or more of these factors contra- 
dict, the comparative value of each must be 
weighed in order to determine which con- 
trols. 


Of primary importance is the requirement 
that the méthod used should properly reflect 
income. Where there are no inventories, 
the taxpayer can support his position by 
maintaining a complete set of books on 


whichever basis he chooses. However, if 
inventories are an income-producing factor, 
accountants will agree that income cannot be 
shown properly except on an accrual basis. 
In such case, even if books are kept on the 
cash basis, it will be difficult to overcome 
the fact that an accrual basis must be used 
to show the correct income. 


When it is found that an incorrect meth- 
od of accounting is being used in the returns, 
correction should be made as soon as possi- 
ble. Since upon change in method more 
income usually must be reported than has 
actually been earned, it is important that 
the taxpayer choose the right year as well 
as the right procedure in which to make the 
change, The factors to consider in making 
this choice will vary according to whether 
a profit or loss is being currently made and 
according to the amount of income not re- 
ported until now. [The End] 





Clifford Regulations Amended 


On July 2 the Bureau of Internal Rev- 
enue announced the issuance of formal 
amendments to the income tax regula- 
tions interpreting the Clifford and related 
decisions of the Supreme Court. These 
amendments differ in several respects 
from the tentatively proposed changes 
which were published in January. First, 
in accordance with suggestions, the 
powers which may be exercised without 
subjecting the grantor of a trust to 
income tax on trust income have been 
broadened in particular situations to pro- 
mote greater equity and uniformity of 
treatment. Thus, the amendments relieve 
a grantor of tax on trust income where 
a power to allocate the income among 
any of the beneficiaries is exercisable by 
trustees who are neither related to, nor 
employees of, the grantor, or by such 
trustees in conjunction with related or 
employee trustees. In addition, powers 
to invade corpus for the benefit -of re- 
maindermen are in general given the 
same treatment as powers to invade for 
the benefit of current income beneficiaries. 
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The second important change made 
by the formal amendments involves a 
rearrangement of the provisions of para- 
graph (d) of the tentative proposals, 
dealing with the power to determine or 
control beneficial enjoyment of corpus 
or income. The arrangement of the ex- 
ceptions contained in paragraph (d) has 
been altered, in the interest of greater 
clarity, to present a more logical classi- 
fication based on the person by whom 
powers may be exercised rather than on 
the type of power held. However, it is 
to be noted particularly that this re- 
arrangement does not in any way re- 
strict or curtail the powers which, either 
under the present regulations or the 
changes which were tentatively pro- 
posed, are exercisable without subjecting 
the grantor to tax on trust income. 


The formal amendments, like the 
Clifford regulations issued originally, will 
apply only to taxable years beginning 
after December 31, 1945. 








Jurisdiction in Excess Profits Tax 
Abnormality Cases 


By 


SYDNEY A. GUTKIN and DAVID BECK 


yi HE increasingly large number of excess 
profits tax cases presently coming to 
fruition before the Tax Court of the United 
States makes it important to examine and 
evaluate Section 732 of the Internal Reve- 
nue Code.’ This section -invests the Tax 
Court and, in certain instancés, a special 
division of that court, with jurisdiction to 
review “abnormalities” arising under the 
excess profits tax law.’ 


3riefly, Section 732(a) provides that in 
addition to its jurisdiction to redetermine 





1 ‘Review of Abnormalities by Board of Tax 
Appeals. 

‘‘(a) Petition to the Board—If a claim for 
refund of tax under this subchapter for any 
taxable year is disallowed in whole or in part 
by the Commissioner, and the disallowance re- 
lates to the application of section 711 (b) (1) 
(H), (1), (J) or (K), section 721, or section 722, 
relating to abnormalities, the Commissioner 
shall send notice of such disallowance to the 
taxpayer by registered mail. Within ninety 
days after such notice is mailed (not counting 
Saturday, Sunday, or a legal holiday in the 
District of Columbia as the ninetieth day) the 
taxpayer may file a petition with the Board of 
Tax Appeals for a redetermination of the tax 
under this subchapter. If such petition is so 
filed, such notice of disallowance shall be deemed 
to be a notice of deficiency for all purposes 
relating to the assessment and collection of 
taxes or the refund or credit of overpayments. 

‘*(b) Deficiency Found by Board in Case of 
Claim.—If the Board finds that there is no 
overpayment of tax in respect of any taxable 
year in respect of which the Commissioner has 
disallowed, in whole or in part, a claim for 
refund described in subsection (a) and the Board 
further finds that there is a deficiency for such 
year, the Board shall have jurisdiction to de- 
termine the amount of such deficiency and 
such amount shall, when the decision of the 


a deficiency, the Tax Court of the United 
States has jurisdiction to review the Com- 
missioners disallowance of a claim for re- 
fund of excess profits taxes if the disallow- 
ance involves the determination of any ques- 
tion relating solely to the application of 
Sections 711 (b) (1) (H), (1), (J) or (K), 
relating to abnormal deductions during the 
base period, Section 721, relating to abnor- 
malities in income in the taxable period, or 
Section 722, relating to general relief from 
excessive and discriminatory excess profits 





Board becomes final, be assessed and shall be 
paid upon notice and demand from the col- 
lector. 

‘“‘(c) Finality of Determination.—If in the de- 
termination of the tax liability under this sub- 
chapter the determination of any question is 
necessary solely by reason of section 711 (b) (1) 
(H), (1), (J), or (K), section 721, or section 
722, the determination of such question shall 
not be reviewed or redetermined by any court 
or agency except the Board. 


‘“*(d) Review by Special Division of Board. 
—The determinations and redeterminations by 
any division of the Board involving any ques- 
tion arising under section 721 (a) (2) (C) or 
section 722 with respect to any taxable year 
shall be reviewed by a special division of the 
Board which shall be constituted by the Chair- 
man and consist of not less than three mem- 
bers of the Board. The decisions of such 
special division shall not be reviewable by the 
Board, and shall be deemed decisions of the 
Board.”’ 


2 Although the Excess Profits Tax Regulations 
speak of the ‘‘Tax Court of the United States,” 
it is to be noted that the phraseology of Sec- 
tion 732 has not as yet been amended to reflect 
the change in the name of the Board, effected 
by Section 504 (a) of the Revenue Act of 1942. 
Regulations 112, Section 35.732-1. 


Mr. Gutkin ts a member of the New Jersey, New York and District of Columbia 
bars and a lecturer on taxation at the Federal Tax Institute of New York 
University and the Practicing Law Institute of New Jersey. Mr. Beck is a 
member of the New Jersey bar and a lecturer on taxation at Rutgers University 
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taxes. The taxpayer’s petition must be filed 
with the Tax Court within ninety days (not 
counting Saturday, Sunday or a legal holiday 
in the District of Columbia as the ninetieth 
day) after sending the notice of disallow- 
ance of the claim for refund by registered 
mail. 


Where the taxpayer has filed such a peti- 
tion, the notice of disallowance of its claim 
for refund is considered a notice of defi- 
ciency for all purposes relating to the assess- 
ment and collection of taxes or the refund 
or credit of overpayments. If the Tax Court 
finds that there has been no overpayment 
of tax for the taxable year, and further finds 
that there is a deficiency for that year, the 
court will determine, under Section 732(b), 
the amount of the deficiency, which, when 
the decision of the Tax Court becomes final, 
will be assessed and paid upon notice and 
demand from the collector. 


The extent and the finality of the Tax 
Court’s jurisdiction with respect to questions 
involving the sections dealing with abnor- 
malities and general excess profit tax relief 
are set forth in Sections 732(c) and (d). 
If the ascertainment of the excess profits 
tax liability for a taxable year is dependent 
in whole or in part upon the determination 
of any question which is necessary solely 
by reason of Sections 711 (b) (1) (H), (1), 
(J) or (K), Section 721, or Section 722, 
the determination of such.a question is not 
to be reviewed or redetermined by any court 
or agency except the Tax Court. If the 
determinations and redeterminations by any 
division of the Tax Court involve any ques- 
tion arising under Section 721 (a) (2) (C) 
or Section 722 with respect to any taxable 
year, such determinations and redetermina- 
tions are to be reviewed by a special divi- 
sion of the Tax Court constituted by the 
presiding judge and composed of not less 
than three judges of the Tax Court. The 
decisions of the special division are not re- 





viewable by the Tax Court, or by any court 
or agency, and are deemed decisions of the 
Tax Court.’ 


Legislative and Judicial History 


Relief provisions comparable in purpose 
to those under Section 722 of the Code 
were contained in Sections 327 and 328 of 
the Revenue Acts of 1918 and 1921. Al- 
though they provided that a taxpayer might 
submit an application for assessment of 
excess profits taxes in hardship cases, these 
sections contained, in terms, no provision 
for the review of determinations by the 
Commissioner.* It is true that, in practice, 
a form of appeal was available within the 
Treasury Department in the administration 
of such provisions;*® but the creation of an 
independent organ was not effected until 
the organization of the Board of Tax Ap- 
peals in 1924.8 Whether, and to what extent, 
the Board and courts had jurisdiction and 
appellate power over the Commissioner’s 
determinations, was not clarified until sub- 
sequent utterances by the Supreme Court. 


At an early date in its history, the Board 


. held that it did have jurisdiction to review 


the Commissioner’s determinations under 
the special assessment provisions, but that 
such jurisdiction extended only to situations 
where deficiencies had been asserted." The 
Board was concededly without jurisdiction 
as to years for which deficiencies had not been 
asserted, as evidenced by its language, in 
Gutterman Strauss Company, that it was not 
“created for the purpose of reviewing rulings 
made by the Commissioner, but was created 
for the purpose of determining the correct- 
ness of deficiencies in tax” found by him? 
The Commissioner’s consistent challenges 
of the right of the Board and the courts 
to review his discretion, either in his appli- 
cation or refusal to apply the special 
assessment provisions, culminated in Blair 
v. Oesterlein Machinery Company® and Wil- 





3 Section 732 was added to the Code by Sec- 
tion 9 of the Excess-Profits Tax Amendments 
of 1941, effective retroactively to the date of 
enactment of the Excess Profits Tax Act of 
1940 (approved October 8, 1940) and applicable 
with respect to taxable years beginning after 
December 31, 1939. (Section 17 of the Excess 
Profits Tax Amendments of 1941. See also Re- 
port of Senate Finance Committee, No. 75, 77th 
Congress, 1st Session, p. 22.) Section 222 (c) 
of the Revenue Act of 1942 added subsection (d) 
of Section 732, applicable with respect to tax- 
able years beginning after December 31, 1941; 
but Section 2 of Public Law No. 105, June 30, 
1945, broadened the scope thereof, by making 
it applicable to taxable years beginning after 
December 31, 1939. (Section 201 of the Revenue 
Act of 1942; Public Law 105, 79th Congress, 
1st Session, H. J. Res. 184.) 
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*See Sections 327 and 328 of the 1918 and 
1921 Acts. 

5 Determinations granting or denying special 
assessment were reviewed by the Committee 
on Appeals and Review. See Williamsport Wire 
Rope Company v. U. 8. [1 ustc { 313], 277 U. S. 
551, 562, 48 S. Ct. 587, 590 (1928). 


®The Board was created by Section 900 of 
the Revenue Act of 1924. 


™ Oesterlein Machine Company [CCH Dec. 69], 
1 BTA 159 (1924); aff'd Blair v. Oesterlein 
Machine Company [1 ustc { 258, 5 ustc { 1588], 
275 U. S. 220, 48 S. Ct. 87 (1927). This case 
was decided under Sections 327 and 328 of the 
Acts of 1918 and 1921. 
8 [CCH Dec. 97] 1 BTA 243, 245 (1924). 
® Supra, footnote 7. 






liamsport Wire Rope Company.” In the 
Oesterlein case, the United States Supreme 
Court stated that certiorari was granted 
only with respect to the question of “whether 
the Commissioner’s determinations under 
Sections 327 and 328 may be appealed to 
the Board of Tax Appeals.” The Court held 
that the exercise of the judgment or discre- 
tion of the Commissioner to allow or deny 
the special assessment was subject to review 
by the Board. The Williamsport case held 
that although appeal could be taken to the 
Board, determinations as to whether the 
taxpayer was entitled to special assessment 
under the 1918 Act could not be challenged 
in the courts, in the absence of fraud or 
other irregularities. 


At the hearings held prior to the intro- 
duction of the Second Revenue Act of 1940,” 
it was suggested that a special board or 
commission, independent of the Treasury 
Department, be set up to provide relief from 
the abnormalities expected to arise under 
the act.” As originally proposed, however, 
the act contained no such provision for the 
relief of abnormalities,” the Treasury be- 
lieving that certain improvements in the 
new legislation over the earlier acts elimi- 
nated the necessity for a relief provision.™ 
At the hearings held subsequent to the 
introduction of the original bill and with 
respect thereto,” more vehement and numer- 
ous recommendations were made for the 
creation of an independent board to grant 
relief from abnormalities,“ without any 


10 Supra, footnote 5. 

1 Joint Hearings before the Waya and Means 
Committee and Senate Finance Committee on 
Excess Profits Taxation, Amortization and Sus- 
pension of Vinson-Trammell Act, 76th Congress, 
3rd Session, August 9, 10, 12-14, 1940. 

12 Ibid., pp. 246, 262, 285. 

3H. R. 10413; see Conference Reports on 
Second Revenue Bill of 1940, No. 3002, 76th 
Congress, 3rd Session, pp. 50, 52. 

4 See memorandum entitled ‘Advantages of 
the Invested Capital Concept Contained in the 
Current Excess Profits Tax Proposal over the 
Invested Capital Concept Contained in the Rev- 
enue Act of.1918,"’ filed by John L. Sullivan, as 
Assistant Secretary of the Treasury, Joint Hear- 
ings, footnote 11, supra, pp. 94-95. The mem- 
arandum states that the class of cases for which 
the special assessment provisions of the earlier 
acts with respect to abnormal conditions affect- 
ing capital and income (Section 327 (d) cases) 
proved ‘‘most necessary and beneficial involved 
situations in which the tax became unduly 
high because of the exclusion of borrowed cap- 
ital from invested capital, or because of the 
exclusion of a large part of the value of in- 
tangible property from invested capital. No 
provision for special assessment is made in the 
current proposal because, under the proposal, 
intangible property is treated like other prop- 
erty and because a large portion of borrowed 
capital is permitted to be included in invested 
capital.’’ 
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clear-cut and definitive indication as to the 
power and jurisdiction to be vested in it. 
The Senate’s response was its amendment 
of the House bill by the addition of two 
sections, accepted, and modified to some 
extent, by the conference committee and 
designated as Sections 721 and 722." As 
finally enacted, the first section related to 
abnormalities in income in the _ taxable 
period; Section 722 of the Excess Profits 
Tax Act established the Board of Tax Ap- 
peals as a reviewing body in the following 
terms: 


“For the purposes of this subchapter, the 
Commissioner shall also have authority to 
make such adjustments as may be neces- 
sary to adjust abnormalities affecting in- 
come or capital, and his decision shall be 
subject to review by the United States 
3oard of Tax Appeals.” 


Although the last clause clearly put an 
end to the problem of the reviewability of 
the Commissioner’ discretion by the Board, 
litigated in the Blair case, its terms contained 
the new question as to whether the juris- 
diction of the Board depended upon the 
determination of a deficiency by the Com- 
missioner. Other problems inherent in Sec- 
tion 722 with respect to whether the Com- 
missioner’s authority to make adjustments 
extended not only to abnormalities affect- 
ing income or capital in the computation 
of the excess profits credit but also to ab- 
normalities in income for the taxable year,” 


% Hearings before the Senate Finance Com- 
mittee, 76th Congress, 3rd Session, September 
3-5, 1940, on H. R. 10413. 


16 Ibid., pp. 24, 25, 38, 285, 294, 297, 298, 352. 
But the reluctance of the Treasury to establish 
such a board is indicated in the statement of 
Mr. Sullivan, in answer to Senator Vandenberg, 
viz.: 

Senator Vandenberg: ‘‘But the fact remains 
that it is obvious you haven’t taken care of 
all of them [hardship cases], and what is the 
objection to at least a paraphrase of section 327 
of the 1921 law so that there is some forum 
into which the taxpayer who obviously is ag- 
grieved by a law, can go for relief?”’’ 

Mr. Sullivan: ‘‘When these hearings are con- 
cluded, if we find that there are cases which 
we cannot cure in the statute itself, we would 
seriously consider what you are speaking of. 
But we want to have an attempt, since we 
have gone so far in relieving hardship cases 
in the statute itself, we want to have an op- 
portunity to cure whatever is left without re- 
sorting to a method which in the past has 
proved administratively cumbersome and ter- 
ribly expensive.’’ 

Senate Hearings, pp. 132-133. 

7 Conference Report, supra, footnote 13, pp. 
5@, 52. 


% Claude O’Quinn, “Excess Profits Taxation: 
Abnormalities Affecting Income and Capital,” 
3 Louisiana Law Review 667, 685 (May, 1941). 
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and whether precedents concerning court 
review established under the Revenue Acts 
of 1918 and 1921 would have obtained in 
its interpretation,” were never given the op- 
portunity of full development. 


Even as Section 722 was being formulated 
and enacted, plans for its interment existed. 
From the very beginning, the inadequacy 
of its hastily designed provisions was known 
by the conference committee: nevertheless, 
they were inserted in the Excess Profits 
Tax Act as “a token of assurance to tax- 
payers that further congressional action 
would be taken in this respect.”” At the 
time it reported the act, the committee indi- 
cated “that the Treasury and members of 
the staff of the Joint Committee on Internal 
Revenue Taxation will give further study 
to the entire problem covered. by this Sec- 
tion and will report to the appropriate com- 
mittees as soon as possible.” * 


1941 Amendments 


Further studies and reports were made 
during the subsequent few months, and 
resulted in the Excess Profits Tax Amend- 
ments of 1941, approved on March 7, 1941, 
effective as of the date of enactment of 
the Excess Profits Tax Act of 1940.” Sec- 
tion 722, therefore, was repealed retroac- 
tively, and no substitute provision was 
inserted in the new Section 722 with respect 
to the jurisdiction of the Board to review 
decisions of the Commissioner.” The Amend- 
ments of 1941 added Section 732 to the 
Excess Profits Tax Act™ and, in explicit 
terms, made provision for the review of 
abnormalities by the Board. The abnor- 
malities designated were not only those aris- 
ing under Sections 721 and 722, but also 
certain ones arising under Section 711. 
These provisions of Section 732 have re- 
mained unchanged since the enactment of 
the amendments. 


The only substantial change in Section 732 
was effected by the Revenue Act of 1942.” 
which added a new subsection providing for 
the establishment of a special division with- 


19 Ibid. 


2» Ways and Means Committee Report on Ex- 
cess Profits Tax Amendments of 1941, No. 146, 
Tith Congress, 1st Session, p. 2. 


*1 Conference Report, supra, footnote 13, p. 52. 


2Section 17 of the amendments; see Ways 


and Means Committee Report, supra, footnote 
20, p. 2. 


*3 Section 721 was similarly repealed retro- 
actively by the amendments. The new provi- 
sions of Section 721 made no provision for the 
review of the Commissioner’s determinations 
thereunder. 
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in the Board of Tax Appeals to review 
determinations and redeterminations by any 
division of the Board with respect to ques- 
tions arising under Section 72l(a) (2) (C) 
or Section 722. As originally proposed by 
the House, the bill made the special division 
the sole division to hear, determine and re- 
determine issues arising under Sections 711 
(b) C1) (CH); G), GC) or: CR), relating: to 
abnormal deductions within the base period, 
as well as issues arising under Sections 721 
and 722.% The Senate, motivated, in part, 
by the excessive burden which would have 
been imposed upon the special division,” 
pared the jurisdiction of that division to its 
present proportions. 


Purpose of Section 732 


As has been indicated, prior to the in- 
clusion of Section 732 in the Code the only 
clear basis for the jurisdiction of the Board 
of Tax Appeals to review the Commis- 
sioner’s determinations with respect to ad- 
justments in abnormalities, was contained 
in the former Section 722. The brevity of 
the language in which this section was 


‘couched was surpassed only by the breadth 


of the authority bestowed upon the Com- 
missioner to make adjustments. Both fac- 
tors are understandable in the light of the 
haste and transcience that admittedly char- 
acterized the introduction of the section.® 


The Excess Profits Tax Amendments of 
1941 represented the studied opinion of the 
Treasury, after months of labor devoted to 
the formulation of their provisions. The 
language of the old Section 722 was elimi- 
nated, the original Section 721 was com- 
pletely rewritten, and Section 732 was added. 
Nothing in the approach of the Treasury 
or in the attitude of Congress indicated that 
these provisions were intended to be any- 
thing but a permanent attachment to the 
Excess Profits Tax Act. The general pur- 
pose of Congress in enacting the bill seems 
to have been “to provide, both by specific 
terms and in carefully guarded general 
terms, a set of flexible rules which should 


24 Section 9 of the Excess Profits Tax Amend- 
ments of 1941. 

2 Section 222 (c) of the Revenue Act of 1942. 

2 Ways and Means Committee Report on the 
Revenue Bill of 1942, No. 2333, 77th Congress, 
2d Session, p. 149. 

27Senate Finance Committee Report on the 
Revenue Bill of 1942, No. 1631, 77th Congress, 
2d Session, p. 206; Conference Committee Re- 
port on the Revenue Bill of 1942, No. 2586, 77th 
Congress, 2d Session, pp. 62-63. 

23 See Conference Report, supra, footnote 13, 
p. 52; Ways and Means Committee Report, 
supra, footnote 20 p. 2. 
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alleviate at least the bulk of the severe 
hardship cases which may arise,” ™ and at 
the same time to clarify and amplify the 
administrative procedure to be followed in 
connection with these cases.” A logical in- 
ference is that Congress intended Section 732 
to keep pace with the progressive strides 
of Sections 721 and 722, and considered an 
articulation of explicit procedural steps a 
necessary means to this end. 


As to the purpose of Congress in pro- 
viding for the establishment of a special 
division within the Board of Tax Appeals 
to review the determinations and redeter- 
minations by any division of the Board re- 
garding a question under Section 721 (a) (2) 
(C) or Section 722, it appears that by reason 
“of the complicated nature and the economic 
character of the issues involving relief under 
section 722, and abnormalities under sec- 
tion 721 (a) (2) (C), and the broad dis- 
cretionary powers lodged in the Board in 
the determination of such issues, it is essen- 
tial that all such issues be decided by one 
group familiar with the problems involved. 
Only by this method can a consistent and 
uniform application of the principles estab- 
lished be assured in all cases. At the same 
time there is provided flexible machinery 
to coordinate cases involving both relief and 
abnormality issues as well as other ques- 
tions.” As previously noted, the House 
version of the bill extended the jurisdiction 
of the special division to questions arising 
under Sections 711 (b) (1) (H), (1), (J) or 
(K), Section 721 and Section 722. In de- 
limiting the scope of the special division, the 
Senate Committee explained that the in- 
volved economic problems inherent in Sec- 
tion 722 are not present in the enumerated 
subsections of Section 711 or in Section 721, 
with the exception of subsection (a) (2) (C) 
of 721i.” 


Scope of Tax Court Review 


Under Section 732 (a), the Tax Court 
has jurisdiction to review the Commissioner’s 
total or partial disallowance of a claim for 
refund of excess profits taxes if such dis- 
allowance involves the determination of any 





* Ways and Means Committee Report, supra, 
footnote 20, p. 2. 

® Roswell Magill, ‘‘Relief from Excess Profits 
Tax,”’ 89 University of Pennsylvania Law Re- 
view 843, 847 (May, 1941). 

%1Senate Report, supra, footnote 27, pp. 
206-207. 

32 Ibid. 

33 Code Section 732 (a); Regulations 112, Sec- 
tion 35.732-1. 

*% Ibid. Cf. 
the Code. 
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procedure under Section 272 of 


question relating solely to the application of 
Sections 711 (b) (1) (H), (1), (J) or (K) 
(relating to abnormal deductions during the 
base period), Section 721 (relating to abnor- 
malities in income in the taxable period) 
or Section 722 (relating to general relief 
from excessive and discriminatory excess 
profits taxes).* Where such a claim for 
refund is disallowed in whole or in part by 
the Commissioner, he is required to send 
notice of disallowance to the taxpayer by 
registered mail. Within ninety days after 
such notice is mailed (not counting Satur- 
day, Sunday, or a legal holiday in the Dis- 
trict of Columbia as the ninetieth day), the 
taxpayer may file a petition with the Tax 
Court for a redetermination of its excessive 
profits tax.* If the taxpayer does file such 
a petition, the notice of disallowance of its 
claim for refund is deemed to be a notice 
of deficiency for all purposes with respect to 
the assessment and collection of taxes or 
the refund or credit of overpayment, in- 
cluding the suspension of the statute of 
limitations.” 


Prior to the inclusion of the foregoing 
provisions in the Code,” a taxpayer had no 
right of appeal to the Board unless a defi- 
ciency had been determined by the Com- 
missioner.” Thus, if it filed a claim for 
refund and the Commissioner disallowed 
the claim either in whole or in part, but 
without determining a deficiency in tax, the 
Board had no jurisdiction to review the 
Commissioner’s decision. With the pro- 
posal of the amendments to the original 
excess profits tax law, it was recognized 
that inasmuch as a taxpayer’s right to relief 
under the relief provisions of Section 722 
could be raised only by a claim for refund, 
it was necessary to provide a procedure 
whereby the Tax Court could obtain juris- 
diction to review a decision by the Commis- 
sioner disallowing such a claim.® To this 
end, the jurisdictional powers of the Tax 
Court were broadened by the device of 
deeming the Commissioner’s notice of dis- 
allowance of a refund claim a notice of de- 
ficiency for the purposes of assessment and 
collection of any deficiencies and the credit 
or refund of overpayment,” provided that 
the taxpayer filed a timely petition. 








35 Code Section 732 (a); Regulations 112, Sec- 


tion 35.732-1; House Ways and Means com- 
mittee Report, supra, footnote 20, p. 15. 


%6 Section 9 of the Excess Profits Tax Amend- 
ments of 1941. 

3% Code Section 272 (a) (1). 

°8 House Ways and Means Committee Report, 
supra, footnote 20, p. 15. 

39 Tbid. 
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Criteria for Applications 


It should be noted that not every dis- 
allowance of a claim for refund will auto- 
matically vest jurisdiction in the Tax Court 
to review the Commissioner’s determination. 
The disallowance must relate to an appli- 
cation full and complete on its face, and 
one that furnishes a sufficient “factual” (as 
distinguished from “evidentiary’”’) basis for 
determining the merits of the asserted 
claims for relief. The criteria of sufficiency 
have been set forth in Blum Folding Paper 
Box Company.” There, the taxpayer corpora- 
tion filed applications for relief from excess 
profits taxes for the years 1941 and 1942 on 
Form 991. Although the general informa- 
tion called for on the first page of each 
application was supplied, all the supporting 
facts required by the schedules were omitted. 
The Commissioner disallowed the applica- 
tions, and the taxpayer sought review in the 
‘Tax Court, offering statements of facts sup- 
porting its claims. The Tax Court. dis- 
missed the proceeding, stating that the “tax- 
payer may not, as here, file a superficial 
claim, leaving the Commissioner in ignor- 


ance of the possible factual support for the . 


claim, and then, after the resulting disallow- 
ance, come forward for the first time with 
the supporting statement of facts.- That in- 
formation is not a part of the application 
and consideration of it is beyond the scope 
of review by the Tax Court.” It is evident, 
therefore, that Tax Court review of the 
Commissioner’s determinations in this con- 
nection will be based upon facts initially 
presented to the Commissioner by the tax- 
payer. 


When a claim is adequate and an appeal 
is taken by the taxpayer from a ‘disallow- 
ance of the claim, all pertinent issues bear- 
ing upon its excess profits tax liability may 
be raised by the taxpayer and reviewed by 
the Tax Court.“ Not only has the Tax 
Court jurisdiction with respect to the ap- 
proval or denial of the claim for refund, but 
it also has the power to find a deficiency 
for the year in question, which may be as- 
sessed and collected when the decision of 
the court becomes final, upon notice and 
demand from the collector,” “regardless of 
any statute of limitations otherwise applicable. 


Uni-Term Case 


The Tax Court has clarified its jurisdic- 
tion and the procedure to be followed in 





[CCH Dec. 14,395] 4 TC 795 (1945). 
" House Ways and Means Committee Report, 
supra, footnote 20, p. 15. 


"Code Section 732 (b); Regulations 112, Sec- 
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Section 722 cases by its decision in Uni- 
Term Stevedoring Company.“ ‘The question 
raised was whether the Tax Court had juris- 
diction to consider and rule upon an appli- 
cation by the petitioner for relief under Sec- 
tion 722 in a proceeding based entirely upon 
a notice of deficiency in its excess profits 
tax for 1940. This issue was presented as 
a result of the petitioner’s motion for leave 
to file an amended petition. 


The facts leading up to the motion in- 
dicate that the petitioner filed two returns 
for 1940, one being an income tax return, 
upon which it represented that it was a 
personal service corporation and elected not 
to be subject to excess profits tax, and the 
other being an excess profits tax return, 
upon which it accordingly reported no tax 
due. The Commissioner denied personal 
service classification and mailed the peti- 
tioner a notice of deficiency in income and 
excess profits taxes for 1940. The taxpayer 
filed a timely petition based upon the defi- 
ciency notice, contesting only the excess 
profits tax deficiency and assigning as the 
Commissioner’s sole error his failure to grant 
personal service classification. The parties 
joined issue on that point, but at the hearing 
the petitioner stated that its claim for personal 
service status had been abandoned. The peti- 
tioner asked leave at that time to amend its 
petition in order to attack the deficiency in 
‘excess profits tax on the ground that the 
Commissioner had erroneously failed to 
grant relief under Section 722 on its appli- 
cation filed with him, in which the petitioner 
claimed a refund or credit in the same 
amount as the deficiency in excess profits 
tax determined by the Commissioner. The 
Commissioner had not acted upon this ap- 
plication, nor had the petitioner paid any 
excess profits tax for 1940. 


In a lucid and learned opinion, reviewed 
by the entire court, the Tax Court held 
that it has no jurisdiction to consider or 
decide the question of relief under Section 
722 in a proceeding based simply on a notice 
of deficiency. 


The court pointed out that proceedings 
with respect to excess profits tax may come 
to it in two different ways—one, following 
the receipt by the taxpayer of a notice of 
deficiency in excess profits tax; the other, 
following a notice of disallowance of a claim 
under Section 722. In connection with the 
former method, it was recognized that a 
complete system of assessing and collecting 


tion 35.732-1. 

43 House Ways and Means Committee Report, 
supra, footnote 20, p. 15. 

44 [CCH Dec. 13,947] 3 TC 917 (1944). 
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the excess profits tax, including any defi- 
ciency therein determined by the Commis- 
sioner, has been provided, without regard 
to possible relief under Section 722. Fur- 
thermore, Section 729(a), relating to excess 
profits tax, states that all provisions of law 
applicable to income taxes are, insofar as 
they are not inconsistent with the excess 
profits tax subchapter, applicable to excess 
profits taxes. Accordingly, the receipt of 
the notice of deficiency in excess profits tax 
by the petitioner in the instant case and 
its filing of the original petition gave the 
Tax Court jurisdiction to redetermine the 
deficiency. But since the petitioner’s only 
assignment of error concerning the deficiency 
was withdrawn, the court lost its jurisdic- 
tion over any possible redetermination. As 
to the second method by which the jurisdic- 
tion of the court arises, attention was directed 
to the explicit language of Section 732, which 
provides that the Commissioner, if he dis- 
allows a claim under Section 722, must send a 
notice of disallowance to the taxpayer, as 
required by the statute, and the latter may 
file a petition.“ From this language of 
Section 732, as well as companion language, 
the court concludes that Congress “obviously 
intended” that the application for relief 
under Section 722 should first be considered 
by the Commissioner before the matter is 
“reviewed” by the court,“ and that Section 
732, “the only section which specifically con- 
fers jurisdiction on this Court to consider 
questions arising under Section 722, confers 
jurisdiction to make a redetermination after 
the Commissioner has acted by denying in 
whole or in part a claim for refund. There 
is now no provision authorizing this Court 
to consider or decide the question of relief 
under 722 in the absence of prior action 
by the Commissioner.” 


Nature of 722 Relief 


From the foregoing provisions of Sec- 
tion 722“ and their interpretation by the 
Tax Court, it is clear that the relief pro- 





* The court concludes, from the legislative 
history as well as the provisions of the statute, 
that there is no merit to the suggestion that 
the only purpose of Section 732 (a) was to 
permit review in cases where no deficiency in 
excess profits tax had been determined. 

*“ This seems to be additionally borne out 
by Section 722 (g), providing for publication 
of information on cases in which relief has 
been allowed by the Tax Court, and for the 
setting forth of information ‘‘with respect to 
relief previously allowed in such case by the 
Commissioner.”’ 

47 Section 722 (a) provides that the ‘‘taxpayer 
shall compute its tax and file its return under 
this subchapter without the application of this 
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vided by 722 is in the form of a refund or 
credit of excess profits tax paid. Accord- 
ingly, a controversy thereunder between the 
Treasury and the taxpayer will involve a 
claim for refund, and there will be no basis 
for relief until some tax is paid. This would 
not be the situation with respect to relief 
under Section 721, any controversy as to 
which apparently would involve a deficiency. 
Section 721 contains no language compa- 
rable to that found in Section 722 concerning 
the computation of the excess profits tax by 
the taxpayer and the filing of its return 
without the application of the particular 
section.* Section 721 appears to be governed 
by the general provisions of law otherwise 
applicable to the income tax chapter; “ hence, 
there can be no doubt as to the Tax Court’s 
jurisdiction to review the Commissioner’s 
determination of a deficiency under this 
section.” 


Variations as a result of the dichotomy of 
procedure are possible. For example, a 
claim for Section 722 relief could be sub- 
mitted to the Commissioner only to elicit 
from him a notice of diallowance under Sec- 
tion 732(a), even though he had also deter- 
mined a deficiency and mailed a notice 
under Section 729(a). It is quite possible 
that if the Commissioner mailed both notices 
at or about the same time, both matters 
might be before the court at the same time. 
Inasmuch as the Tax Court, under Sec- 
tion 732(b), may determine a deficiency 
with respect to the Section 722 claim, in 
effect, a deficiency may arise independently 
of the Section 722 claim or in conjunction 
with it. 


Furthermore, it does not appear that the 
entry of an order by the court finding a 
deficiency in an amount determined by the 
Commissioner will in any way prejudice a 
petitioner in its efforts to have its claim 
for relief under Section 722 adequately con- 
sidered in accordance with the provisions 
of the statute.” If the Commissioner should 
act favorably upon the claim for refund, 
the petitioner would be entitled to receive 


section.’’ 
48 Ibid. 


47 See Section 729 (a), which similarly car- 
ries over into the excess profits tax chapter the 
right of a taxpayer to make a Section 722 claim 
for relief within two years after payment of 
its excess profits tax. See Section 322 (b) in 
the light of Section 722 (d). 


5° As already indicated, the power of the 
Board to review determinations of the Com- 
missioner under the special assessment provi- 
sions of the Revenue Acts of 1918 and 1921 was 
confirmed in Blair v. Oesterlein Machine Com- 
pany, supra. See also Magill, op. cit., p. 861. 


51 See footnote 49. 
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the refund or sue for it. Or if the Com- 
missioner disallowed the claim but the Tax 
Court held the petitioner entitled to relief 
under Section 722, the Tax Court would 
find an overpayment and the petitioner would 
be within Section 322 (c) (1), which allows 
recovery by a taxpayer as to overpayments 
of tax determined by a decision of the court 
that has become final, an exception to the 
general rule enumerated in Section 322 (c). 


It has been contended that once the Com- 
missioner has determined a deficiency in 
excess profits tax and sent a notice of de- 
ficiency, he may not send a notice of dis- 
allowance of a 722 claim since the latter 
“is deemed to be a notice of deficiency” 
and therefore within the terms of Section 
272 (f), prohibiting the determination of an 
additional deficiency where a petition based 
upon an existing notice has been filed with 
the Tax Court.” This contention was com- 
pletely obviated in the Um-Term case, in 
which the court points out that if the Com- 
missioner disallows a claim for refund, the 
sending of a notice under Section 732 (a) 
is mandatory; that the petitioner, upon 
receipt of such a notice, may invoke the 
jurisdiction of the Tax Court; that these 
provisions would be of no avail if the ex- 
cess profits tax liability had already become 
fixed for all purposes by virtue of the pro- 
hibition within Section 272 (f); and that, 
under Section 729 (a), the provisions of the 
income tax law which would nullify the 
excess profits tax relief provisions must be 
read with the exceptions necessary to per- 
mit the purpose of Congress as expressed 


in Sections 722 and 732 to be accomplished. . 


The Tax Court has similarly vitiated 
the basis for any possible suggestion that the 
Commissioner cannot afford to allow the 
income tax liability of a taxpayer seeking 
Section 722 relief to be closed, allegedly 
because the granting of any such relief 
would automatically decrease the credit for 
adjusted excess profits net income for in- 
come taxes under Section 26 (e).% The 
court stated that its attention had not been 
directed to any explicit provision of the 
law that such income tax credit is in any 
way to be affected by the granting of Sec- 
tion 722 relief.* Even apart from such 
consideration, the court declared, if the 
granting of Section 722 relief does decrease 
the taxpayer’s income tax credit, the Com- 


° Uni-Term Stevedoring Company, supra. 
83 Ibid, 
% Citing contra, 
29.26-4, at p. 219. 
5 Section 3807 deals with the period of lim- 


itations in case of related taxes under chapter 
1 and chapter 2. 


°° [CCH Dec. 14,134] 4 TC 27 (1944). 


Regulations 111, Section 
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mijssioner’s power to collect any additional 
tax due would appear protected by virtue 
of the provisions of Section 3807." 


Res Adjudicata 


Finally, the court indicated in the Uni- 
Term case that since it had no jurisdiction 
over the Section 722 claim, its decision 
would not be res adjudicata as to the ques- 
tion of relief thereunder. Thus, it intimated 
that had its jurisdiction covered the claim, 
the question of relief under Section 722 
would have been adjudicated. Under the 
facts presented, the court’s determination 
to that extent would have been relatively 
simple inasmuch as the petitioner’s Section 
722 claim for refund or credit was in ex- 
actly the same amount as the deficiency 
in excess profits tax determined by the 
Commissioner and the issues were appar- 
ently identical. It is expected that the Tax 
Court occasionally will be faced with the 
doctrine of res adjudicata in cases where 
its jurisdiction extends to the question of 
Section 722 relief as well as to a deficiency 
asserted by the Commissioner, and may 
even be thwarted thereby in its efforts to 
do justice in particular situations. 


The Tax Court has reiterated its con- 
clusion in Uni-Term with respect to its 
jurisdiction in cases involving Section 722 
claims for relief. In Pioneer Parachute Com- 
pany, Inc.,* the petitioner argued that the 
Uni-Term decision was inapplicable because 
it had filed its petition prior to the 1943 
amendment of Section 722 (d). Under the 
former provisions, a taxpayer to whom the 
Commissioner had mailed a notice of de- 
ficiency in excess profits tax could claim 
the benefits of Section 722 in a petition 
filed with the court. The petitioner, ac- 
cordingly, concluded that the court had 
obtained jurisdiction and never lost it. 
After reviewing the development of the 
method of handling applications for Section 
722 relief and the relevant amendments, the 
most recent of which “apparently [recog- 
nizes] that this Court is not equipped to 
handle claims for relief administratively and 
desiring to make full relief available,” the 
court concluded that all such claims should 
first be considered by the Commissioner, 
the former provision for claiming relief in 
petitions to it being eliminated.” Further- 


57 The same disposition of the foregoing con- 
tention was made in American Coast Line, Inc. 
[CCH Dec. 14,924], 6 TC 67 (1946), aff'd [47-1 
ustc § 5906] CCA-2, February 3, 1947, and Ceco 
Steel Products Corporation v. Commissioner 
[45-2 ustc { 9379], 150 F. (2d) 698 (CCA-8, 1945), 
dismissing an appeal from an order of the Tax 
Court (October 4, 1944) denying jurisdiction. 
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more, the court pointed out, the time for 
filing claims has been extended to be co- 
extensive with the time for filing claims for 
refund under Section 322, the provisions are 
applicable with respect to all taxable years 
beginning after December 31, 1939, and the 
petitioner is fully protected under the new 
and substituted system. 


Thus, the rule is laid down that in no 
case is the question of possible relief under 
Section 722 to be tried before the Tax 
Court until after the Commissioner has 
acted adversely upon the claim.™ 


Finality of Tax Court's Determination 


Section 732 (c) provides that if the ascer- 
tainment of the taxpaver’s excess profits 
tax liability for a taxable year is dependent 
in whole or in part upon the determination 
of any question which is necessary solely 
by reason of Sections 711 (b) (1), (H), (1), 
(J) or (K), Section 721, or Section 722, the 
determination is not to be reviewed or re- 
determined by any agency or court except 
the Tax Court.” This provision is emi- 
nently a reiteration and confirmation of the 
principle judicially adopted under the ex- 
cess profits tax sections of the earlier reve- 
nue acts.” Conversely, it appears that where 
the determination of a question is not neces- 
sary solely by reason of the foregoing sec- 
tions dealing with abnormalities and general 
excess profits tax relief, the taxpayer has 
the right to have the issue litigated in 
courts other than the Tax Court. 

Considerations relating to the jurisdiction 
of the Board of Tax Appeals and the fi- 
nality of its determinations characterized 
many of the cases that arose under the 
special assessment provisions of the War 
and Excess Profits Acts of 1917, 1918 and 





58In Surface Combustion Corporation [CCH 
Dec. 14,697(M)], 4 TCM 795 (1945), the Tax 
Court held that it had no jurisdiction because 
the taxpayer's claim had not been acted upon 
and no notice of disallowance had been issued. 
In Pohatcong Hosiery Mills, Inc. [CCH Dec. 
15,054(M)], 5 TCM — (1946), aff'd [47-1 ustc 
7 5910] CCA-3, May 23, 1947, the taxpayer filed 
an excess profits tax return, but showed no 
excess profits tax to be due after taking its 
current and unused excess profits tax credits. 
Accordingly it paid no excess profits tax. It 
did, however, file applications for relief on 
Form 991 for several years. The Tax Court 
held itself to be without jurisdiction on a Sec- 
tion 722 issue apparently because the applica- 
tions did not constitute proper claims for 
refund, no tax having been paid, and the Com- 
missioner’s response to the applications did 
not constitute a notice of disallowance. 

59 Code Section 732 (c); Regulations 112, Sec- 
tion 35.732-1. 

6 Blair v. Oesterlein Machine Company, su- 
pra; Williamsport Wire Rope Company, supra. 
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1921. These acts contained no specific pro- 
vision concerning the rights of taxpayers 
to have the Commissioner’s denial, grant 
or computation of the special assessment 
reviewed, clarification being left to the ju- 
diciary. As has been pointed out, the Su- 
preme Court created spheres of influence 
by holding, in Blair v. Oesterlein Machine 
Company, supra, and Williamsport Wire Rope 
Company, supra, that the Commissioner’s 
discretion, either in applying or refusing to 
apply the special assessment provisions and 
the correctness of computations thereunder, 
was appealable to, and reviewable by, the 
Board. Such determinations, however, could 
not be challenged in the courts, in the 
absence of fraud or other irregularities, 
The Supreme Court did not consider courts 
generally equipped to handle the special 
assessment cases with the same <degree of 
efficiency as the Board, nor did it find that 
Congress intended the Court of Claims 
and the District Courts should also be 
authorized to re-examine the decisions of 
the Commissioner on questions of this 
character." Although the language of the 
Oesterlein and Williamsport cases has been 
interpreted not to preclude a court from 
exercising its appellate jurisdiction to re- 
view a decision of the Board,” the Supreme 
Court has since held in a per curiam opinion 
that appellate courts have no jurisdiction to 
review the Board’s decision sustaining the 
Commissioner’s denial of special assessment 
under Section 210 of the 1917 Act.” The 
same result probably would have obtained 
if the Board had granted special assessment 
and the Commissioner had appealed, inas- 
much as the basis for the decision is that 
a determination of this type is within the 
competence of an administrative rather than 
a judicial tribunal.“ 


61 Williamsport Wire Rope Company has been 
followed in Heiner v. Diamond Alkali Company 
[3 ustc 1071], 288 U. S. 502, 53 S. Ct. 413 
(1933); U. S. v. Henry Prentiss & Company 
[3 usrc { 1027], 268 U. S. 73, 53 S. Ct. B 
(1933); and in Welch v. Obispo Oil Company 
[37-1 ustc { 9253], 301 U. S. 190, 57 S. Ct. 684 
(1937). See also the statement of Colin F. 
Stam, then Chief of Staff of the Joint Com- 
mittee on Internal Revenue Taxation, at Hear- 
ings before Senate Finance Committee, Septem- 
ber 4, 1940, supra, footnote 15, p. 190. 

6 Ryan Car Company v. Commissioner [5 ustc 
1580], 44 F. (2d) 26 (CCA-7, 1930). 

6 Duquesne Steel Foundry Company v. Com- 
missioner [1931 CCH { 9287], 283 U. S. 799, 51 
S. Ct. 491 (1931), aff’g [5 ustc § 1598] 41 F. 
(2d) 995 (CCA-3, 1930). To the same effect, see 
memorandum opinion in Enameled Metals Com- 
pany v. Burnet [1931 CCH { 9287], 283 U. S. 
799, 51 S. Ct. 491 (1931), aff’g [5 wstc { 1599] 
42 F. (2d) 213 (CCA-3, 1930), decided under the 
1918 Act. 

* Magill, op. cit., p. 863. 
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District Court Jurisdiction 


Where applications for special assessment 
had been denied by the Commissioner, tax- 
payers sought to place themselves within 
the exception to the general rule by bring- 
ing suit in the United States District Courts 
for refunds of excess profits taxes, and by 
alleging as a jurisdictional basis that the 
action of the Commissioner was arbitrary, 
irregular, unjustified, unjust, unlawful or 
fraudulent, or combined these elements. 
In a number of leading cases, the decisions 
of the District Courts sustaining demurrers 
filed by the Commissioner and dismissing 
the petitions were affirmed by the several. 
Circuit Courts of Appeals.” Generally, the 
ground for dismissal was that the District 
Court lacked jurisdiction of the subject 
matter because the facts in the petition 
were insufficient to indicate fraud or other 
irregularities. 









Circuit Court Jurisdiction 


Similarly, unless there was fraud or the 
Board arbitrarily refuse to take juris- 
diction, or unless the Board’s decision was 
based upon no evidence or was contrary 
to law or so manifestly arbitary and un- 
reasonable as to amount to an abuse of 
discretion, the Circuit Courts refused juris- 
diction to review decisions of the Board 
sustaining the Commiissioner’s determinations 
that the taxpayer was not entitled to special 
assessment.” The theory upon which the 
Circuit Courts predicated their decisions 
was that the power of the Commissioner 
to determine in the first instance whether 
a taxpayer was entitled to special assess- 
ment was discretionary, and the power of 
the Board to review such determination 
was likewise discretionary. Although ap- 
pellate courts were given broad power to 
review decisions of the Board,” this power 
extended only to questions of judicial char- 


acter,® in the absence of any abuse of dis- 
cretion. 






®% Ennis Coal Company v. U. 8. [5 ustc { 1592], 
37 F. (2d) 574 (CCA-4, 1930); Live Stock Na- 
tional Bank v. U. 8. [5 ustc § 1591], 36 F. (2d) 
334 (CCA-8, 1929), cert. denied 281 U. S. 760; 
National Bank of Commerce of Seattle v. Com- 
missioner [5 ustc { 1590], 39 F. (2d) 434 (CCA-9, 
1930); Brown’s “Shamrock” Linens, Ltd. v. 
Bowers [5 ustc § 1593], 48 F. (2d) 103 (CCA-2, 
1931), cert. denied 283 U. S. 865; National Park 
Bank of New York v. U. 8. [5 ustc § 1600], 65 
= (2d) 415 (CCA-2, 1933), cert. denied 290 
J. S. 644, 


% Enameled Metals Company, supra; Peytona 
Lumber Company v. Commissioner [5 ustc 
11581], 55 F. (2d) 27 (CCA-4, 1932), cert. de- 
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And, in cases where the Commissioner 
granted special assessments under Sections 
327 and 328 of the earlier legislation, the 
Supreme Court held that the District Courts 
and the Circuit Courts of Appeals were 
without authority, in the absence of fraud 
or other irregularity, to consider or accept 
jurisdiction of taxpayers’ suits for refund 
of excess profits taxes or of income taxes, 
on the alleged claim that the Commissioner 
had erred in computing net income.” 


The foregoing body of law was entirely 
the creature of judicial opinion, there being 
no explicit warrant for it in the terms of 
the acts themselves. Section 732 (c) elimi- 
nates the problem of the reviewability of 
the Commissioner’s discretion by the Tax 
Court,” but at the same time does nothing 
to elucidate, or eliminate, other problems 
inherent therein ‘which undoubtedly will 
require recourse to the judiciary for de- 
termination. 


Sole Jurisdiction 


According to the plain language of the 
statute, the Tax Court is now invested with 


‘exclusive jurisdiction to review the Com- 


missioner’s decision upon any question the 
determination of which is necessary solely 
by reason of Sections 711 (b) (1) (H), (1), 
(J) or (K), Section 721 and Section 722. 
Accordingly, it appears that the taxpayer’s 
right of appeal will depend upon, and often 
be delimited by, the interpretation given the 
adverb “solely.” 


To illustrate, suppose that an item of in- 
come of $100,000, the amount of which is 
not in dispute, is includible in gross income 
for 1940 and involves a question concededly 
arising under Section 721 (a) (2) (A). The 
Commissioner determines that the item is 
attributable to 1939 and 1940 in the respec- 
tive sums of $25,000 and $75,000. Such de- 
termination is made upon an issue arising 
solely under Section 721; and if the tax- 
payer contests such allocation, the determi- 
nation of the Commissioner is apparently 


nied 287 U. S. 612; Railroad Supply Company 
v. Burnet [5 ustc § 9477], 51 F. (2d) 487 (CA 
of DC, 1931); Standard Rice Company, Inc. v. 
Commissioner [1930 CCH {f{ 9423], 41 F. (2d) 
481 (CCA-5, 1930); Duquesne Steel Foundry 
Company, supra. 

67 26 USCA 1226. 

6 Standard Rice Company, supra. 


6° Heiner v. Diamond Alkali Company, supra; 
Welch v. Obispo Oil Company, supra. See also 
O’Quinn, op. cit., p. 704. 


7 It will be remembered that this was ini- 
tially accomplished by Section 722 of the Ex- 
cess Profits Tax Act of 1940. 
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reviewable only by the Tax Court. If, for 
example, the Commissioner should deter- 
mine the amount of income derived by a 
taxpayer from a transaction falling within 
Section 721 (a) (2) (E), relating to amounts 
included in gross income for the taxable 
year by reason of the termination of a lease 
of real property, and the amount, so deter- 
mined, is contested by the taxpayer, the 
question as to amount of such income 
does not arise solely by reason of the abnor- 
mality provisions, but independently of 
them. Hence, review of the determination 
as to the amount is not confined to the Tax 
Court.” 


Likewise, review is not confined to that 
court if, for example, the Commissioner 
determines that in 1940 the taxpayer realized 
income of a character which, if realized in that 
year, would fall within Section 721 (a) (2) 
(A), but which the taxpayer contends was 
realized in 1939. The question of whether in- 
come was so realized in 1940 may be reviewed 
by the courts upon appeal from the decision 
of the Tax Court. If it is ultimately held 
that the income was realized in 1940, a 
dispute as to the resulting question of allo- 
cation as between years of such item may 
not be carried beyond the Tax Court.” 


It is highly doubtful that the Tax Court, 
in practice, will be able to adjudicate with 
such facility as Congress was able to theo- 
rize, with respect to whether the determi- 
nation of any question is necessary solely 
by reason of the enumerated sections. In 
fact, the realities of the situation seem to 
call for a negative answer. 


Right of Appeal 


Aside from possible ambiguities incident 
to terminology, questions may arise as to 
whether a taxpayer will be able to appeal 
to the Circuit Courts of Appeals from a 
decision of the Tax Court determining 
excess profits tax liability when the issue 
involved concededly originates solely by 
reason of the abnormality provisions of the 
sections designated in Section 732 (c).% Or 
the issue may relate to the jurisdiction of 
the District Court or Court of Claims to 


™1 Ways and Means Committee Report, supra, 
footnote 20, pp. 14-15. 

7 Ibid., p. 15. 

3 It has been suggested that the provisions 
of Section 732 do not ‘‘oust the appellate courts 
from any part of their jurisdiction over the 
determinations’’ of the Tax Court otherwise 
provided for in the Code. Clarence N. Good- 
win, ‘‘Judicial Review of Excess Profits Tax 
Cases,’’ TAXES—The Tax Magazine, November, 
1946, p. 1029, at p. 1030. 
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entertain a taxpayer’s suit for refund of 
excess profits taxes where a Section 722 
claim has been disallowed. 


Section 732 (c) specifically states that the 
determination of questions arising solely by 
reason of the designated sections may not 
be reviewed or redetermined by any court 
or agency except the Tax Court. The law 
is well established that the right of appeal 
is not absolute in the absence of consti- 
tutional grant, and that where the remedy 
by appeal is not secured by the Constitution 
but is purely statutory, it is subject to the 
control of the legislature. Congress, in en- 
acting legislation, can simultaneously create 
and limit methods of review so long as funda- 
mental constitutional rights are not abridged. 
It would appear, therefore, that Congress, 
in passing the Excess Profits Tax Amend- 
ments of 1941, could limit review under the 
statute to the Tax Court in the designated 
cases, and that the taxpayer’s only recourse 
for review of the Tax Court’s decision will 
be to rely upon whatever constitutional pro- 
tection is available. 


Alhough the Circuit Courts are gener- 
ally considered constitutional courts to the 
extent that the United States Constitution 
provides for the ereation of “such inferior 
courts as the Congress may from time to 
time ordain and establish,” “ nothing in the 
Constitution fixes and defines their juris- 
diction. The Constitution has left to Con- 
gress unlimited power not only to ordain 
and establish all inferior courts but also 
to distribute judicial powers among them, 
within its discretion.” The distribution of 
judicial powers to, and the definition of the 
jurisdiction of, the Circuit Courts does not 
include review of the Tax Court decisions 
under Section 732 (c). On this basis, the 
Circuit Court of Appeals for the Ninth 
Circuit held, in James F. Waters, Inc. v. 
Commissioner,” that the language of Section 
732 (c) precluded any review by it of a 
determination of the Tax Court with respect 
to an issue which arose solely by reason of 
Section 721. This decision seems sound. 


A possible argument might be made for 
direct recourse to the Supreme Court un- 
der these circumstances. The impact of the 


74 Article 3, Section 1. 

% Article 3, Section 2. 

76 [47-1 ustc 5909] 160 F. (2d) 596 (CCA-9, 
March 19, 1947). See also Ceco Steel Products 
Corporation, supra. And in Stimson Mill Com- 
pany v. Commissioner [47-2 ustc { 5914], The 
Ninth Circuit held, on July 21, 1947 that Section 
732 (c) did not deprive it of juridiction to review 
where the determination of the question involved 
was not necessary solely by reason of one of 
the enumerated sections. 
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decisions of the Supreme Court concerning 
the weight to be given Tax Court findings 
of fact,” together with the provisions of 
Section 732 (c), would make the Tax Court 
the tribunal of last resort both as to law 
and as to fact in cases dealing with the 
designated sections. Although there is no 
warrant in the letter of the law as it is 
presently constituted to permit certifications 
of questions by the Tax Court to the Su- 
preme Court, or review of Tax Court de- 
cisions on certiorari to the Supreme Court,” 
it is not improbable that such provisions, 
or some adequate substitute, would be read 
into the law in these instances. Nowhere 
but under Section 732 (c) is the Tax Court 
constituted a court of last resort. 


Whether the District Court or the Court 
of Claims has jurisdiction to entertain a 
taxpayer’s suit for refund of excess profits 
taxes, involves the fundamental proposition 
that no sovereign may be sued without 
its consent. In matters pertaining to the 
refund of taxes generally, Congress has 
conferred jurisdiction upon the District 
Courts” and the Court of Claims™ to enter- 
tain such suits. The prosecution of a suit 
enables a taxpayer to test the validity and 
correctness of the amount of taxes paid in 
accordance with the Commissioner’s determi- 
nation, Section 732 (c) now specifically dero- 
gates from these general provisions where 
the claim for refund is based solely upon 
a disallowance under the abnormality pro- 
visions, by providing that review of the 
Commissioner’s determination may be had 
only in the Tax Court. Inasmuch as the 
institution of suit against the government 
is a matter of legislative grace, a taxpayer 
would have no constitutional basis to claim 
abridgment. It is believed that suits insti- 
tuted in the District Court or Court of 
Claims for a refund of excess profits taxes 
the liability for which arose solely by reason 
of the determination of a question under 
Section 732 (c), will be dismissed for lack 
of jurisdiction. 


There is, however, one possible situation 
which may be fraught with litigation, prop- 
erly commenceable in the. District Court 
or Court of Claims. Suppose that a corpo- 
ration invoking the eighty per cent over-all tax 
limitation has an excess profits tax net 
income of $120,000. Its excess profits tax 
credit is $10,000; its exemption is $10,000; 

™ Dobson v. Commissioner [44-1 ustc { 9108], 
320 U. S. 489, 64 S. Ct. 239 (1943); Commis- 
sioner v. Scottish American Investment Com- 
Pany [44-2 usrc { 9530], 323 U. S. 119, 65 S. 
Ct. 169 (1944); Commissioner v. Court Holding 
Company [45-1 usrc { 9215], 324 U. S. 331, 65 
S. Ct. 707 (1945); John Kelley Company v. Com- 
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and its adjusted excess profits net income 
is, accordingly, $100,000. The latter being 
taxed at ninety-five per cent, its excess profits 
tax would amount to $95,000. If the prescribed 
normal tax and surtax rates are applied to 
the $20,000 not subject to excess profits tax, 
the result would be $5,300 and the sum total 
of taxes would be $100,300. Implementing 
the eighty per cent over-all tax, the corpo- 
ration would have $120,000 taxed in an 
amount totaling $96,000, from which would 
be deducted the foregoing amount of $5,300, 
and $90,700 would be allocable to excess 
profits taxes. The taxpayer’s postwar re- 
fund would equal $9,070. 


Let us now assume that the Commis- 
sioner applies, on his own motion, the 
abnormality and relief provisions under 
Sections 711, 721 and/or 722, the net effect 
of which is to increase the taxpayer’s credit 
to $14,000, thereby making a total of $24,000 
not subject to excess profits tax when 
totaled with the $10,000 exemption. The 
corporation’s adjusted excess profits tax 
net income would be $96,000, which, when 
taxed at ninety-five per cent, would produce 
an excess profits tax in the amount of $91,200. 
.When taxed at the prescribed rates, the 
$24,000 not subject to excess profits tax 
would produce a corporation tax of $6,460, 
making a total tax of $97,660. The over-all 
tax would still be limited to $96,000, $89,540 
of which would be allocable to excess profits 
tax. The taxpayer’s postwar refund would 
now equal $8,954, or $116 less than previ- 
ously. 


It is clear that by the simple expedient 
of invoking the relief and abnormality pro- 
visions for the ostensible benefit of a tax- 
payer desiring to avail itself of the eighty 
per cent over-all tax limitation, the Com- 
missioner may effect an increase in its 
excess profits tax credit, only to diminish 
the amount of its postwar refund. Although 
Section 722 specifically provides that its 
provisions are to be invoked only upon the 
application of the taxpayer, Sections 711 
and 721 are couched in compulsory lan- 
guage, and state that the adjustments there- 
under for abnormal deductions and income 
“shall be made.” In spite of the letter of 
the latter two sections, they were clearly 
intended as relief measures, and it may be 
argued that their application and the bene- 
fits provided thereunder should be left to 


missioner [46-1 ustc { 9133], 326 U. S. 521, 66 
S. Ct. 299 (1946). 

™Cf. 28 USCA 36, 347, concerning certifi- 
cates and certiorari with respect to the Cir- 
cuit Court. 

% 28 USCA 41 (subdivision 20). 

™ 28 USCA 250. 





the election of the taxpayer. In any event, 
a suit by a taxpayer in the District Court 
or Court of Claims for the differential be- 
tween the postwar refund which it received 
and that which it should have received 
would appear to be within the jurisdiction 
of those tribunals. 


It is believed that suits of this type could 
not properly be considered in the nature of 
refunds for excess profits taxes the liability 
for which arose solely by reason of the 
determination of a question under Section 


43a (Ce). 


Review by Special Division 


Under Section 732 (d), if the determi- 
nations and redeterminations by any division 
of the Tax Court involve any question aris- 
ing under Section 721 (a) (2) (C) or Sec- 
tion 722, they are to be reviewed by a special 
division of the Tax Court, constituted by 
the presiding judge and composed of not 
less than three judges of the court. The 
decisions of the special division are not re- 
viewable by the Tax Court, or by any court 
or agency, and are deemed decisions of the 
Tax Court.™ 


In illustration of the application of Sec- 
tion 732 (d), as well as its relationship with 
Section 732 (c), suppose that a taxpayer, 
a domestic manufacturing corporation, has 
filed a claim for refund for a taxable year 
beginning in 1942. As a result of the Com- 
missioner’s action with respect to its claim, 
it makes the following contentions: first, 
that it is entitled to a constructive average 
base period net income of $1,300,000 pur- 
suant to an application filed on Form 991 
for relief under Section 722, instead of a 


%1 Code Section 732 (d); Regulations 112, Sec- 
tion 35.732-1. 


constructive average base period net in- 
come of $900,000 determined by the Com- 
missioner; second, that $100,000 of income 
from a judgment based upon a claim for 
patent infringement is net abnormal income 
attributable under Section 721 to prior years, 
whereas the Commissioner has attributed 
only $60,000 to such years; and third, that 
the amount of gross income determined 
by the Commissioner is too large. Since 
the taxpayer’s first contention is predicated 
upon an issue arising under Section 722, the 
Commissioner’s determination is reviewable 
only by the Tax Court, and any determi- 
nation or redetermination made by any di- 
vision of the Tax Court must be reviewed 
by the special division constituted by the 
presiding judge. The decision of the spe- 
cial division is the decision of the Tax 
Court, and cannot be reviewed by the Tax 
Court or any court or agency. The tax- 
payer’s second contention is based upon an 
issue arising under Section 721; therefore, 
the Commissioner’s determination is review- 
able only by the Tax Court. Since the issue 
arises under Section 721 (a) (2) (A), and 
not under Section 721 (a) (2) (C), no fur- 
ther review is required by the special di- 
vision, and the decision of the Tax Court 
is final and cannot be reviewed by any court 
or agency. The taxpayer’s third contention 
does not arise under Section 711 (b) (1) (H) 
or (K), Section 721 or Section 722, but inde- 
pendently of such sections. Consequently, 
review of this issue is not confined to the 
Tax Court.” 


The special division has been constituted.” 
It consists of Judges Arundell, Black, Mur- 
dock and Turner. [The End] 


8? Regulations 112, Section 35.732-1. 


83 Order of Tax Court, November 1, 1945, filed 
with Federal Register, March 5, 1946. 


i 


Wages of Sin? Taxable 


“Regardless of whether the employer and employee are knowingly and 
admittedly engaged in an illegal or unlawful enterprise, wages paid by 
virtue of such employment are subject to the taxing provisions of the 
[California] Unemployment Insurance Act, and are to be considered in 
establishing eligibility for benefits. However, when an applicant for benefits 
restricts his availability for work solely to an occupation which is illegal 


or unlawful, such applicant is not available for work. . 


- Moreover, the 


administrative interpretation is that wages paid in illegal or immoral enter- 


prises are taxable.” 
torney General, July 24, 1947. 


Excerpts from an opinion of the California At- 
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Income Tax Problems 


in connection with bad debts 


By 


LUDWIG B. PROSNITZ 


wy INDIVIDUAL STOCKHOLDER 
I owns one hundred per cent of a corpora- 
tion’s stock. As of the end of 1946, the 
corporation’s assets are $40,000 and its lia- 
bilities $110,000, or a net deficit of $70,000. 
Of the $110,000, $60,000 is owed by the cor- 
poration to the stockholder. 


The same individual profited to the extent 
of $25,000 from short-term transactions on 
the New York Stock Exchange. His posi- 
tion is weak financially because of the large 
sums he has advanced to his corporation. 
The corporation is still in business, but as 
of the end of 1946 is patently insolvent. 


What is the tax position of the individual 
with respect to his 1946 income? Do the 
advances to his corporation constitute part 
of his investment, or may they be treated 
as loans subject to the bad debt provisions 
under Code Section 23 (k)? Whether an 
individual has a bad debt or an investment, 
depends very much upon the circumstances 
of the transaction. In general, the courts 
have supported the conclusion that if the ad- 
vances can be considered strictly as such, 
the individual will be entitled to a bad debt 
deduction. , 


If the sums paid by the stockholder to the 
corporation are to be regarded as capital 
investments, they will, of course, be repre- 
sented by the shares of the corporation held 
by the individual. These shares represent 
the ownersh‘p interest in the corporation. 
Therefore, under such circumstances a bad 
debt loss deduction would not be possible. 


(Section 23 (k).) A loss deduction, how- 

ever, would be possible under Section 23 (e) 

if there is evidence that the complete worth- 

less of these shares was caused by an iden- . 
tifiable event. (See also Regulations 111, 

Section 29.23 (e)-4, which does not allow 

a deduction for a shrinkage in the value of 
the shares.) 


If the sums paid by the stockholder to 
the corporation are to be regarded as ad- 
vances, the tax treatment depends upon 
whether or not these advances are secured 
by notes or other evidences of indebtedness 
“with interest coupons or in_ registered 
form.” (Section 23 (k) (3).) 


If the advances are secured by “securi- 
ties,’ no deduction is allowable for partial 
worthlessness. In the event of complete 
worthlessness, however, a short-term or 
long-term capital loss deduction may be 
taken. (Section 23 (k) (2).) 

If the advances are not secured, a non- 
business debt has been created since the 
business of the corporation is not the busi- 
ness of its stockholder, even though he may 
be the sole stockholder. (I. T. 1901, 1924 
CB 120.) Therefore, there is no deduction 
at all for partial worthlessness; for complete 
worthlessness, the loss is to be treated as a 
short-term capital loss. (Section 23 (k) (4).) 

The courts have recognized that a stock- 
holder of a corporation may be a creditor 
of the corporation. 


One of the leading cases in point, is that 
of Harry T. Nicolai [CCH Dec. 11,330], 42 


The author, of Prosnitz, Anderson and Company, certified public 
accountants of New York, presented the material in this article 
at a meeting of the Federal Tax Forum in New York City 
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BTA 899, where the Board of Tax Appeals 
said: 

“It is manifestly true that a stockholder 
of a corporation may also be a creditor of 
the corporation. In Daniel Gimbel [CCH 
Dec. 9754], 36 BTA 539, we held that where 
a stockholder of a corporation pursuant to 
prior endorsements and guarantees of the 
corporation’s notes and obligations pays the 
corporation’s obligations and thus becomes 
its creditor and the debt is immediately 
ascertained to be worthless and charged off, 
the stockholder is entitled to take credit for 
the bad debt.” 


Another leading case is Atlantic Coast Line 
Railroad [CCH Dec. 14,151], 4 TC 140. I 


quote from the court: 


“Nor can we seriously doubt that the ad- 
vances in question constituted a debt, and 
not merely additional capital investments. 
Petitioner was, through the unincorporated 
agency of Georgia Railroad, a co-owner of 
the bus line with the L. & N. Railroad. In 
such a situation the respective interests of 
the parties must be preserved by treating 
their shares in accordance with actual legal 
consequences. Cf. Nemerov v. Helvering 
[44-1 ustc J 9128], 139 F. (2) 690 (CCA-2). 
Some repayments had in fact previously 
been made, which is in itself inconsistent 
with mere. capital investment.” 


Debt Cancellation by Stockholder 


However, the courts have held that a can- 
cellation of a bona fide debt will constitute 
a capital contribution only and not a bad 
debt deduction. Some cases in point are 
Johnson, Drake & Piper, Inc. [CCH Dec. 
7898], 27 BTA 585, affirmed on appeal [1934 
CCH 7 9100] 69 F. (2d) 151 (CCA-8), cert. 
denied 292 U. S. 650, and Deeds & Kettering 
[2 ustc J 683], 47 F. (2d) 695 (CCA-6). In 
the Johnson Drake case the Board of Tax 
Appeals stated: 


“We have consistently held that the vol- 
untary cancellation or forgiveness of indebt- 
edness does not give rise to a deductible 
loss and in the case of a stockholder who 
forgives debts due from a corporation, the 
amount is to be regarded as an additional 
capital contribution and added to the basis 
for computing gain or loss upon subsequent 
disposition of his stock. T. B. Floyd [CCH 
Dec. 3909, 11 BTA 903; Antoinette P. Allt- 
mayer [CCH Dec. 3623], 10 BTA 1091; 
Franklin QO. Brown [CCH Dec. 3258], 9 BTA 
965, Cf. United States v. White Dental Co. 
{1 ustc J 235], 274 U. S. 398; New York Life 
Ins. Co. v. Edwards [1 ustc § 172], 271 U. S. 
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109. The facts of this case are distinguished 
from those in Deeds & Kettering v. Commis- 
sioner [supra]. The court there found that 
the Smith Gas Engineering Company was 
insolvent and that the taxpayers had sus- 
tained a real loss. In the instant case the 
petitioners surrendered notes which were 
not due for almost two years and which 
represented a prior claim to the Drake Com- 
pany’s assets. At least the petitioners would 
have been entitled to share with other cred- 
itors and could have realized a large part 
of the face of the notes.” 


Nature of Bad Debt 


To determine the nature of the bad debt 
in this insurance, the advances must be 
characterized as nonbusiness since the busi- 
ness of the corporation is not the business 
of the stockholder and the stockholder is 
not in the business of extending loans. As 
a nonbusiness bad debt, this debt becomes a 
short-term capital loss under Section 23 (k) 
(4)—in other words, a loss resulting from 
a sale or exchange of a capital asset not held 
for more than six months. 

The term “nonbusiness bad debt” means 
any debt other than that evidenced by a 
security or that incurred in the taxpayer's 
trade or business. 


What Is ‘‘Worthless’’? 


The Revenue Act of 1943 changed the re- 
quirement that a debt must be ascertained 
to be worthless and charged off within a 
taxable year to be allowed as a deduction. 


Now the debt must be deducted in the 
year in which it became worthless. This, 
apparently, is an additional requirement 
rather than an advantage. Before the en- 
actment of the 1943 Act, the requirement 
of ascertainment was subjective rather than 
objective, and gave a certain amount of lee- 
way to the taxpayer. The charge-off re- 
quirement was relatively simple to fulfill. 
Now we are faced with an objective require- 
ment: we are to deduct the debt in the year 
in which it became worthless. 


An indication of the increased severity of 
the requirement may be gleaned from the ex- 
tension of the time within which to file a 
claim for refund involving the deductibility 
of a bad debt or a loss. from the worthless- 
ness of a security. Such claim now can be 
filed within seven years from the date the 
return was due, instead of within three 
years. In the event that the bad debt de- 
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duction gives rise to a carry-back claim, the 
seven years runs from the year in which the 
carry-back arises. 

The tests of worthlessness are those which 
would be reasonably applied in a given set 
of circumstances, Obviously, if the debtor 
is bankrupt, insolvent or in ill health, or if 
he must go out of business or finds himself 
in any similar situation, he usually merits 
a bad debt deduction. It would appear, 
therefore, that our taxpayer has a bad debt 
deduction, nonbusiness in character, and 
deductible under Section 23 (k) (4) as a 
short-term loss. 


Corporation's Tax Position 


If a stockholder in a corporation which 
is indebted to him gratuitously cancels the 
debt, the cancellation of the indebtedness 
comes under Section 29.22 (a)-13 of Regu- 
lations 111, which provides that the transac- 
tion amounts to a cantribution to the 
capital of the corporation to the extent of the 
principal of the debt. 

The American Dental case [43-1 usrc 
79318], 318 U. S. 322, decided by the Su- 
preme Court in 1943, seems clearly to estab- 
lish that a debtor realizes no income upon 
the gratuitous forgiveness of a debt. This 
is distinguished from the Kirby Lumber Com- 
pany [2 ustc J 814], 284 U. S. 1, also decided 
by the Supreme Court. In the latter case 
the corporation settled its obligations by 
purchasing them in the open market at less 
than the issue price, with the result of 
income to the corporation to the extent of 
the amount saved on the repurchase. 


It does not seem tenable that an indi- 
vidual stockholder in a wholly owned corpo- 
ration can have.a bad debt deduction for 
advances to that corporation, while at the 
same time the corporation realizes no income 
from the elimination of the debt. 


Nevertheless, it would appear that the 
stockholder has a bad debt deduction in the 
year the debt became worthless, provided 
he does not “gratuitously forgive” the debt. 
What, then, is the situation with respect to 
the corporation whose records our stock- 
holder controls by virtue of this one. hun- 
dred per cent ownership of its stock? If he 
causes entries to be made on the books of 
the corporation cancelling its indebtedness 
to him, will this action be tantamount to 
“gratuitous forgiveness”? When we bear 
in mind that the stockholder can establish 
only a bad debt predicated on the financial 
inability of his corporation, it would seem 
that the cancellation entries on the corporate 
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books authorized by the creditor would be 
merely a recognition of an existing fact, 
namely, the inability of the corporation to 
pay the debt and the willingness of the 
stockholder to accept such fact. Under such 
circumstances, I am of the opinion that the 
stockholder would have a bad debt deduc- 
tion and that no income would accrue to 
the corporation if it eliminated the indebted- 
ness from its books. 


Partial Bad Debts 


If the taxpayer wishes to claim a partial 
bad debt deduction, he must charge off the 
partially worthless bad debt during the tax- 
able year. However, “if no claim for partial 
worthlessness is made, the debt may be de- 
ducted, in full, when it becomes entirely 
worthless. The privilege which is given to 
charge off and deduct that part of a debt 
which is ascertained to be worthless does 
not deprive a taxpayer of the right to await 
the time when the debt becomes wholly 
worthless.” (Eljer Company [43-1 ustc 
{ 9305], 134 F. (2d) 251 (CCA-3).) 

. This has been cléarly enunciated by the 
Tax Court in the case of Moock Electric 
Supply Company [CCH Dec. 11,109], 41 
BTA 1209: ; 

“And nothing seems to be better settled 
than that partial worthlessness, as distin- 
guished from total uncollectibility, is a 
ground for deduction which may be pursued 
or relinquished by a taxpayer entirely at his 
option. If he fails to take a deduction for 
partial worthlessness in any year, it does 
not have the effect of foreclosing him from 
a reliance upon different developments at 
another time.” 


Reserve for Bad Debts 


Assume that at the end of 1946 a concern 
in the factoring business deducted as a bad 
debt a percentage of its accounts receivable, 
and at the end of 1947 will be faced with 
substantial losses on its outstanding ac- 
counts. If, in arriving at a reserve for 1947, 
it used the same principles as it used the 
previous year, the deduction for 1947 would 
be inadequate. A long line of decisions sup- 
ports the principle that a taxpayer may de- 
duct in each year a reasonable addition to 
its reserve for bad debts if the basis of cal- 
culation is reasonably in accordance with 
all the pertinent facts. 

The method of providing for the addition 
to the reserve for bad debts is not specified in 
the Code or in the regulations. The courts 
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and the Bureau, however, have recognized 
the method of adding to the reserve account 
a certain percentage of charge sales or such 
a percentage of notes and accounts receiv- 
able outstanding at the end of the year. 
But the Tax Court has consistently held 
“that a taxpayer may not have a bad debt 
deduction by both the specific charge-off 
method and the reserve method.” (Bennie 
Rudner [CCH Dec. 12,545], 47 BTA 35.) 
However, under present conditions, it may 
not be advisable to compute the addition to 
the reserve account on the basis of the ex- 
perience of prior years. “Consideration 
should be given to any abnormal business 
conditions which may affect the collection of 
accounts and notes receivable of the tax- 
payer for the year.” (S. R. 1441, III-2 CB 
125.) 

It should be borne in mind that an appli- 
cation to change from the specific charge-off 
method to the reserve method with respect 
to bad debts or vice versa must be made 
within thirty days prior to the close of the 
fiscal year involved. 


Advantages of Reserve Method 


Is the reserve method desirable as against 
the specific charge-off method? One might see 
a possible advantage in the reserve method 
in times of comparatively high tax rates or 
prospective declining tax rates and concur- 
rent business uncertainty. The present may 
be a period encompassing just that condi- 
tion. If so, a change to a reserve method 
some time before the close of 1947 might be 
considered, I do not cherish greatly the 
use of the tax laws as a substitute for bad 
management. I should prefer to rely on a 
good credit manager, backed, perhaps, by 
credit insurance, rather than to think in 
terms of potential losses recoverable in part 
by the tax laws. Another consideration 
mitigating against a change to the reserve 
method is the existence of carry-overs, 
which, in effect, create a taxation cycle of 
about five years. 


The Board of Tax Appeals, in Transat- 
lantic Watch & Clock Company [CCH Dec. 
1336], 3 BTA 1064, outlined the procedure 
to be followed in determining a reasonable 
addition to a reserve for bad debts. The 
Treasury regulations appear to follow the 
reasoning of this case. 


In the determination of excess profits tax 
net income under Section’711, a specific bad 
debt recovery is to be eliminated if it was 
deducted prior to January 1, 1940; and by 
the terms of T. D. 5496, promulgated Feb- 
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ruary 27, 1946 (1946-1 CB 176), a recovery 
of an amount previously charged off via a 
reserve for bad debts is also to be excluded 
from excess profits tax net income. This 
follows the decision of the Boyd-Richardson 
case [CCH Dec. 14,734], 5 TC 695. 


Parent-Subsidiary Relationship 


I now turn to a parent corporation’s rela- 
tionship to a wholly owned subsidiary. The 
subsidiary has assets of $600,000 and liabili- 
ties of $650,000, $250,000 of which it owes 
to the parent. 


It is well settled that a wholly owned sub- 
sidiary realizes no income upon a gratuitous 
forgiveness of an indebtedness by its parent, 


If, however, the parent, as in this instance, 
cancelled the debt to enable the subsidiary 
to obtain bank loans on its own account and 
to improve its credit generally, and at the 
same time obtained from the bank a release 
of its prior guarantee of the subsidiary’s 
debt, the cancellation would not appear to 
be “gratuitous forgiveness” but rather an 
act for which the parent received an im- 
portant consideration, namely, the discharge 
of its obligation as endorser of the sub- 
sidiary’s notes. 


We would then be faced, however, with 
the problem of whether the transactions be- 
tween the parent and subsidiary were in- 
tended as advances or as investments not 
to be repaid. 


If the debt is evidenced by the securities 
of the affiliate (bonds, notes, debentures, 
etc.), it will probably fit into the provisions 
of Section 23 (k) (5) as a bad debt deducti- 
ble in full, provided the corporation owns 
at least ninety-five per cent of the stock of 
the affiliate and more than ninety per cent 
of the affiliate’s income is from _ sources 
other than rents, dividends ir interest (with 
certain exceptions). 


As a rule, an open running account debt 
from a subsidiary to a parent would not 
fall within 23 (k) (5). The Second Circuit, 
however, has recently held, in a case involv- 
ing determination of borrowed capital 
(Brewster Shirt Corporation [47-1 ustc 
§ 5905], 159 F, (2d) 227), that advances by 
factors under a factoring agreement secured 
by assignments of accounts receivable were 
“mortgages,” i. e., evidences of indebted- 
ness. Therefore, if advances to a subsidiary 
are secured by assignments of accounts re- 
ceivable, it may well be considered that the 
indebtedness is evidenced by securities of 
the affiliate and is deductible in full under 
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23 (k) (5). No deduction for partial worth- 
lessness can be taken under this section. 


In the Eljer case, supra, the court permit- 
ted a bad debt deduction to the parent not- 
withstanding the fact that the parent had 
transferred the debt to an investment ac- 
count. The court held that the transfer 
from one account to another was not a 
charge-off of partial worthlessness prevent- 
ing a full deduction in a later year. 


In the American Cigar Company case [3 
ustc J 1145], 66 F. (2d) 425 (CCA-2, 1933), 
advances to subsidiaries were held not de- 
ductible when made in the belief that they 
would never be repaid. 


In the example I have given, I have con- 
cluded that, of course, the subsidiary has no 
income as a result of the cancellation of the 
debt, and that the parent has a bad debt 
deduction by virtue of the nature of its run- 
ning account (as distinguished from any in- 
vestment connotations) with the subsidiary, 
particularly because the cancellation of the 
debt by the parent was not “gratuitous” but 
for adequate consideration. 


Tax Benefit 


The recovery of a bad debt constitutes 
taxable income unless the taxpayer in a 
prior year deducted, or could have deducted, 
the item recovered without receiving any 
tax benefit from the deduction. 


The basis of such a bad debt must first 
be adjusted for any partial deduction by 
which the taxpayer has previously benefited. 


These recovery exclusions are known as: 


Section 22 (b) (12) items. 


The regulations seem needlessly compli- 
cated, but fundamentally the Dobson rule 
seeks to prevent a taxpayer from being taxed 
on a recovery of a bad debt which he de- 
ducted previously without receiving any tax 
benefit. 


Deductions allowed as bad debts subject 
to the limitations of Section 117 are also, 
upon recovery, considered “Section 22 (b) 
(12) items” within the tax benefit rule. 


If a taxpayer has derived a tax benefit 
from a bad debt deduction, a subsequent 
realization is ordinary income even though 
it results from the sale of the debt. 


If a taxpayer collects all receivables 
against which a bad debt reserve was set 
up, the balance in the reserve must be treat- 
ed as income in the year of final collection. 
Such recovery is not taxable to the extent 
that the addition to the reserve did not pro- 
duce a tax benefit. 


Real Estate 


It may be appropriate here to review some 
of the principles of the treatment of bad 
debts in real estate transactions, 


Generally, a bad debt loss in a foreclosure 
may be measured by the difference between 
the bid price for the property and the amount 
of the indebtedness—if, of course, the bid 


- price is less. 


Foreclosure losses involving debts repre- 
sented by corporate stocks, bonds, etc., are 
capital losses subject to the limitations of 
Section 117. 


The principal problem regarding bad debt 
deductions in connection with foreclosure 
sales is when the loss deduction may be 
taken. If the proceeds from the foreclosure 
sale do not satisfy the mortgagee’s claim, 
the mortgagee, normally, may be able to 
obtain a deficiency judgment within a speci- 
fied period of time, depending upon the laws 
of the state. In some states the mortgagee 
may have the right of redemption within a 
certain period of time. Therefore, the mort- 
gagee may take a bad debt deduction: 


(a) When and for the taxable year in 
which he does not exercise and thereby loses 
his right for a deficiency judgment (provided 
that the personal debt was not already 
worthless at the time of the foreclosure); 


(b) When and fer the taxable year in which 
the foreclosure sale becomes absolute and 
indefeasible. (G. C. M. 19573, 1938-1 CB 
214.) [The End] 


—_——$— $e ——————______ 


Tax on Retroactive Mail Rates 


A recent ruling of the Income Tax Unit states that income resulting 
from retroactive increases in mail rates granted by the Civil Aeronautics 
Board with respect to transportation of air mail during prior taxable years 
accrues to an air mail carrier for the year in which the Board issues the 
final order providing for such increases. 


Income Tax Problems 
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Reasonable Accumulations of Corporate to his customers by operation of state law, 
Profits. For 1941 and 1942, accumulations which law is subsequently declared uncon- 
of profits for a new building and equipment _ stitutional, the withholdings do not con- 
are not subject to the penalty tax under _ stitute taxable income because the sums 
Code Section 102. Kennedy Nameplate Com- were not received under a legal claim of 
pany [CCH Dec. 15,841(M)], TC memo. op. right. Sohio Corporation v. Commissioner 
Although a taxpayer may have large un- _ [47-2 ustc | 9338], CA of DC, July 28, 1947, 

































distributed profits, it is not liable for the . Teversing [CCH Dec. 15,299] 7 TC 435. Fe 
Code Section 102 penalty tax if no intent Sales of Stock to Executives. Sales of “yea 
00 escape high shareholders’ surtax brackets stock to junior executives for less than their & from 
established. Gus Blass Company [CCH fair market value are business transactions § Tex: 
Dec. 15,885], 9 TC —, No. 3. and therefore not subject to gift tax. W.L. B— } 
Tax-Exempt Business Association. An Clayton [CCH Dec. 15,694], 8 TC 706; 
association engaged in fostering the welfare 1947-15 CB. m. 
of an industry is tax exempt as a business ital Gains. : 
league. National Leather & Shoe Finders Prinses ence imine ei ne — 
Association [CCH Dec. 15,931], 9 TC —, to render it long term, the holding period of a 
No. 16. the property received in a tax-free exchange 15.9 
A tax-exempt corporation does not lose its includes the holding period of the property 
status merely because its capital stock is exchanged, even though the latter is not a A 
owned by a nonexempt organization. I. T. capital asset. G. C. M. 25301. are 
264. oul 
_ Deductibility of Franchise Tax. A fran- “i 
Deductible Expenses in Excess of Income. chise tax imposed for the privilege of doing & for 
A professional singer’s business expenses business in California during 1944 but meas- Bf Dec 
are deductible, even though they have been ured by 1943 income, accrues in and is 
in excess of her income for years, because deductible in 1944. Central Investment Cor- Cc 
they were incurred in connection with her poration [CCH Dec. 15,935], 9 TC —, No. 17. §& fees 
trade or business. Frieda Hempel [CCH not 
Dec. 15,888(M)], TC memo. op. Casualty Losses. A casualty loss must ff exp 
result from some sudden and destructive § pys 
Railroad Carry-Overs. A successor rail- force. The slipping off of a ring from one’s § the 
road corporation acquiring property from a__finger into the sea while fishing, never to be §& nan 
predecessor under a receivership, or Section __ retrieved, is the result of a sudden, unex- § 395; 
77 proceeding, may use the net operating pected or unusual cause, and therefore not 
loss and excess profits credit carry-over of a casualty loss. Edgar F. Stevens [CCH h 
the predecessor. Public Law 189. Dec. 15,907(M)], TC memo. op. a W 
ar 
Protest Against Tax Not Refund Claim. Loss by Theft. A theft loss is deductible on 
Though a refund claim for taxes need not not in the year of the actual loss but in the § to 
be filed on Form 843, nevertheless a written year of the final determination of the insur- § (jg 
protest is not an adequate refund claim. ance claim. Bernard Schulenklopper [CCH § 67 
Estate of Albert A. Hensen [CCH Dec. Dec. 15,920(M)], TC memo. op. : 
TSS), 9 TS = Ho. Disallowed Losses. Under Code Section § bu; 
Improperly Collected Income Not Tax- 24(b) the deduction of a loss sustained by § les 
able. If a taxpayer collects a tax on sales a corporation from the sale of property to § val 
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one owning, directly or indirectly, more than 
fifty per cent in value of its outstanding 
stock, is denied. A husband and wife, as 
buyers, owned twenty-seven per cent of the 
taxpayer's stock as community property. 
The husband’s sister, by operation af the 
community property law in Arizona, was also 
legally owner of twenty-seven per cent of the 
taxpayer’s stock because her husband had 
purchased fifty-four per cent of the cor- 
porate stock. The court, therefore, ruled 
that the corporate loss should be disallowed 
because the purchasers owned twenty-seven 
per cent of the stock directly and the hus- 
band owned indirectly the twenty-seven per 
cent of the corporate stock owned by his 
sister, which together exceeds the prohibi- 
tive amount of fifty per cent ownership for 
the disallowance of interfamily losses. 
Arizona Publishing Company [CCH Dec. 
15,922], 9 TC —, No. 11. 


Foreign Tax Credit. Failure to accrue a 
foreign tax credit on taxpayer’s books when 
it was incurred does not preclude taxpayer 
from claiming it for the year in question. 
Texas Company [CCH Dec. 15,911], 9 TC 
—, No. 10. 


Trust May Be Corporation. A trust, op- 
erating a business, is a corporation for tax 
purposes because, in addition to its business 
operations, it did not liquidate the trust 
property. Berry Brothers Trust [CCH Dec. 
15,901], 9 TC —, No. 9. 


Alimony Payments. Alimony payments 
are deductible when made pursuant to a 
court decree, but a special court decree mak- 
ing a divorce retroactive does not qualify 
for tax purposes. Robert L. Daine [CCH 
Dec. 15,886], 9 TC —, No. 4. 


Counsel Fees in Alimony Suit. Counsel 
fees in connection with an alimony suit are 
not deductible because they are a personal 
expense, and not an ordinary and necessary 
business expense or one in connection with 
the management, conservation or mainte- 


nance of property to produce income. JI. T. 
3856. 


Maintenance in Divorce Decree. Where 
a wife transfers property to her husband as 
part of a final decree in divorce, a gift tax 
applies because legally she was not obligated 
to support him, though morally she was. 
Clarissa H. Thomson [CCH Dec. 15,913(M)], 
6TCM —. 


Tax Value of Repossessed Realty. A 


building repossessed from a _ defaulting 
lessee who had constructed it, has zero tax 
value except for capitalized attorney’s fees, 


Tax Briefs 


and should not reflect even in part its fair 
market value when acquired. Johnson v. 
Commissioner [47-2 ustc $9309], CCA-5, 
July 2, 1947; reversing in part [CCH Dec. 
15,301] 7 TC 465. 


Recoveries in Excess of Bad Debts. Re- 
coveries in excess of bad debts are treated 
as ordinary income or capital gain, depend- 
ing upon their nature. Humphrey v. Com- 
missioner [47-2 ustc 79310], CCA-5, July 
2, 1947; affirming in part [CCH Dec. 
14,952(M)] 5 TCM 21. 


Gambling Losses. Gambling losses may 
offset gambling profits. It is not necessary 
for the gambler to show that his losses 
stemmed from transactions entered into to 
make profits. Humphrey v. Commissioner, 
supra; reversing in part [CCH Dec. 
14,952(M)] 5 TCM 21. 


Social-Business Club. A social club loses 
its tax-exempt status when it earns large 
profits from the use of its facilities by non- 
members. Aviation Club of Utah v. Com- 
missioner [47-2 ustc | 9316], CCA-10, June 
30, 1947. 


Assignment of Future Income. The pres- 
ent donation of one’s interest in an estate 
for the benefit of beneficiaries, when equiva- 
lent to an assignment of future income, is 
ineffective as a means of splitting a tax- 
payer’s total income. Leonard Farkas [CCH 
Dec. 15,877], 8 TC —, No. 163. 


An assignment of patents and royalties 
must constitute a completed gift to the bene- 
ficiary without restrictions and limtations if 
the donor seeks to split his royalty income 
with other individuals. Henry J. Taylor 
[CCH Dec. 15,919(M)], TC memo. op. 


Dependability of Treasury’s Advice. The 
advice rendered a taxpayer by a revenue 
agent and Treasury’s counsel is not neces- 
sarily binding on the government when 
the advice is contrary to law. Barnett In- 
vestment Company v. Nee [47-2 ustc { 9331], 
DC Mo., June 20, 1947. 


Disabled Veterans. An automobile pre- 
sented by the government to a disabled vet- 
eran is not includible in his taxable income, 


but is additional allowance for personal in- 
juries. I, T. 3855. 


Retiring Partner’s Income. A partner 
withdrawing from his firm reports his dis- 
tributive share of the firm’s profits up to the 
date of his resignation even though the 
partnership’s fiscal year terminates later. 
Lewis Karsch [CCH Dec. 15,886], 8 TC —, 
No. 159. 
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Antenuptial Trust. Property in an ir- 
revocable trust in anticipation of marriage 
is not includible in the gross estate of the 
grantor when it was not created in con- 
templation of death or as a substitution for 
dower. Estate of Harry Byran [CCH Dec. 
15,878], 9 TC —, No. 1. 


Section 722. When the Tax Court is 
reviewing the Commissioner of Internal 
Revenue’s determination of a Section 722 
claim, it will concern itself with only this 
tax relief measure and with no other unless 
the latter is in issue in the pleadings. Gus 
Blass Company, supra. 


An adjustment for the lowest income year 
in the base period by averaging the other 
three years, referred to as the seventy-five 
per cent rule, is denied for aiding in the 
determination of constructive normal earn- 
ings under Section 722. Stimson Mill Com- 
pany v. Commissioner [47-2 ustc ¥ 5914], 
CCA-9, July 21, 1947; affirming [CCH Dec. 
15,446] 7 TC 1065. 


Good Will. Good will and other intangi- 
bles are excluded from a corporation’s in- 
vested capital credit when it does not prove 
their value at the time they were acquired. 
Clemenson Brothers, Inc. [CCH Dec. 
15,906(M)], TC memo. op. 


Borrowed Capital. A contract and lease 
do not constitute a promissory note as evi- 
dence of indebtedness to arrive at borrowed 
capital for the purpose of computing a cor- 
poration’s invested capital credit. Frankel 
& Smith Beauty Departments, Inc. [CCH 
Dec. 15,904(M)], TC memo. op. 


Charitable Deductions. The deduction 
for charitable donations is the same in the 
computation for excess profits net income 
as it is for a corporation’s income tax lia- 
bility. Consequently, the corporation is not 


restricted to five per cent of its excess profits 
net income to arrive at its excess profits tax, 
Gus Blass Company, supra. 


Installment Obligations and Equity-In. 
vested Capital. A reserve for uncollected 
profits on instalment sales constitutes profits 
includible in equity-invested capital to com- 
pute an excess profits tax credit. Such 
profits are not intended to be restricted to 
those the taxpayer had in the taxable year, 
South Texas Lumber Company v. Commis- 
sioner [47-2 ustc 5912], CCA-5 July 3, 
1947; reversing [CCH Dec. 15,360] 7 TC 
669. 


Estate Deductions. When an estate is 
still in the process of administration, only 
amounts actually distributed to beneficiaries 
may be deducted. Estate of Isadore Zeller- 
bach [CCH Dec. 15,923], 9 TC —, No. 12, 


Personal Income of Decedent. Insurance 
commissions received by an estate pursuant 
to a contract with a brokerage firm represent 
compensation for the decedent’s personal 
services and are therefore not capital gains 
but ordinary income. Estate of Thomas F. 
Remington [CCH Dec. 15,924], 9 TC —, 
No. 13. 


Gift Becomes Taxable Income. Gifts be- 
come taxable compensation, though not in- 
tended to be the latter, because of their 
mode of delivery. Israel Strauss [CCH Dec. 
15,915(M)], TC memo. op. 


Gifts Included in Estate. Gifts by an ail- 
ing, aged father to his sons are presumed to 
be in contemplation of death and therefore 
includible in his gross estate upon his death, 
even though his sons by that time had at 
least in part dissipated them. Estate of Al- 
bert Patterson Humphrey v. Commissioner 
[47-2 ustc J 10,565], CCA-5, July 2, 1947; 
affirming [CCH Dec. 14,958(M)] 5 TCM 34. 


———_S$. 


Maryland Sales Tax Law 


A petition for a referendum on the Maryland sales tax law, has been 
presented to the Secretary of State of Maryland for filing. Should the 
petition be filed by the Secretary of State, the operation of the law will be 
suspended until thirty days after approval by a majority of the electors 
voting at the next ensuing state-wide election. Meanwhile, the Comptroller 
is proceeding with plans for the collection of the tax. However, it is not 
expected that the petition will be accepted for filing in view of the opinion 
given on May 26 by the Attorney General to the Governor holding that the 
sales tax law is not referable since it is an appropriation measure. 
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Ontario Tax Acts 


Ontario Tax Acts Consolidated. 
Canadian Limited, 31 Willcocks 
Toronto, Canada. 1947. $2. 


The 1947 edition of Ontario Tax Acts 
Consolidated contains, in full text, the eleven 
principal taxing acts of the province with 
amendments and annotations, plus signifi- 
cant features and rates from forty-odd other 
Ontario acts. The material is reprinted in 
convenient supplement form from the loose- 
leaf CCH Canadian Tax Reporter, as of 
June 1. Page numbers coincide with those 
of the Reporter, which is cited for the 
benefit of the subscriber. 


CCH 
Street, 


Capitalism as Historical Force 


The Triumph of American Capitalism. 
Louis M. Hacker. Columbia University 
Press. New York. 1946. 460 pages. $4. 


Rejecting the popular thesis that the pecul- 
iar role of the United States in modern 
history can be explained satisfactorily in 
terms of geographic conditions and pioneer- 
ing experiences, Louis M. Hacker turns to 
our economic institutions for a more valid 
clue. 


First, he says, American institutional- 
ism was born and has grown in a “capi- 
talist climate.” Feudalism, though dying, 
had not yet breathed its last in Europe 
during the period of exploration and coloni- 
zation in the New World. But European 
emigrants to America, abandoning the guilds 
and the village agricultural system, set to 
work almost at once as independent crafts- 
men or farmers. 


Second, the American Revolution “was 
largely a protest against the limitations and 
Penalties imposed . . . under the imperial- 
colonial relations of English mercantilism.” 


Current Books of Interest 


A deep distrust of state controls survived 
the Revolution, and has prevented the devel- 
opment of a regulated economy to any ex- 
tent comparable to that of European nations. 


A third factor to which Mr. Hacker 
attributes the establishment of American 
capitalism is the ideal of equality of eco- 
nomic opportunity, an ideal consistent with 
our growth as a middle-class society. 


While capitalistic enterprise was confirmed 
as the characteristic mode of our economy 
in the struggle with England, its evolution 
was temporarily checked by the existence 
of slavery in the South. ‘Because the south- 
ern planter capitalists were in control of 
the instrumentalities of the national state 
and, as a result, were thwarting the advance 
of the (too slowly) growing northern indus- 
trial capitalism, their claims to power had 
to be challenged.” The Civil War repre- 
sents another revolution from which indus- 
trial capitalism emerged victorious. “The 
industrial capitalists, through their political 
spokesmen, the Republicans, had succeeded 
in capturing the state and using it as an 
instrument to strengthen their economic 
position. It was no accident, therefore, that 
while the war was waged on the field and 
through Negro emancipation, in Congress’ 
halls the victory was made secure by the 
passage of tariff, banking, public-land, rail- 
road, and contract-labor legislation.” 


Mr. Hacker ends his study with the turn 
of the century, with industrial capitalism at 
its zenith. The twentieth century is another 
story: even before the World War . 
the leadership of industrial capitalism was 
to be shouldered aside and the new directors 
of enterprise were to become finance capi- 
talists.” From our present perspective, he 
feels, we can venture to predict that Amer- 
ican capitalism, transformed from the old 
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mercantile capitalism into. modern state 
capitalism, will continue to promote eco- 
nomic security and political freedom. 


Tax Institute Symposium 


How Should Corporations Be Taxed? Tax 
Institute, Inc., 150 Nassau Street, New York 
7. 1947. 251 pages. $4. 


The question above, posed at the Tax Insti- 
tute symposium, held in New York on Decem- 
ber 6-7, 1946, evoked three general responses 
from the assembled experts. Some found 
the corporation income tax completely incon- 
gruous in an efficient national tax system. 
Members of this group disagreed, however, 
on how to eliminate the corporate taxes 
without permitting individual income tax 
evasion through the nondistribution of cor- 
porate profits. Others supported the per- 
manent retention of the taxes. A _ third 
group, including many different views as to 
method, attempted to compromise the two 
extreme policies. 


Proposals for the reformation of corpo- 
rate income taxes were offered by Roy G. 
Blakey of the University of Minnesota; H. 
Christian Sonne, chairman of the National 
Planning Association; Matthew Woll, second 
vice-president of the AFL; John L. Con- 
nolly of the Minnesota Mining and Manu- 
facturing Company; and Richard Goode of 
the Treasury Department. 


The advisability of tax advantages for 
small corporations was argued by Howard 
R. Bowen of the Irving Trust Company, 
J. Keith Butters of the Harvard University 
Graduate School of Business Administration. 
and Alfred G. Buehler of the University of 
Pennsylvania. 


The attention of the Institute was directed 
to the technical aspects of corporate income 
taxation—accumulation of corporate earn- 
ings, deductions for interest and dividends, 
the length of the accounting period, depre- 
ciation and consolidated returns—by Thomas 
N. Tarleau of Willkie, Owen, Otis, Farr & 
Gallagher; M. L. Seidman of Seidman and 
Seidman; Norris Darrell of Sullivan & 
Cromwell; W. L. Hearne of the United States 
Steel Corporation; and Maurice Austin of 
Klein, Hinds & Finke. Mitchell B. Carroll 
indicated the effects of corporation taxes 
on international trade. 


Does the present tax system discourage 
business enterprise? This question received 
various answers from W. L. Hearne; Stan- 
ley H. Ruttenberg, assistant director of re- 
search for the CIO; Richard A. Musgrave 


of the Federal Reserve System’s Board of 
Governors; and Roswell Magill of Cravath, 
Swaine & Moore. 


The Institute concluded its symposium by 
considering the taxing power as an instrv- 
ment of regulating the economy. This use 
of taxation was opposed by H. E. Hum. 
phreys, Jr., of the United States Rubber 
Company and upheld by Leon Henderson 
of the Research Institute of America. 


Public Finance 


Studies in Public Finance: Volume I of 
Current Issues in Taxation, Papers of the 
1946 Institute on Federal Taxes. Edited by 
Dr. Fritz Karl Mann. American Univer- 
sity Press, Washington, D. C. 1947. 322 
pages. 


The Second Annual Institute on Federal 
Taxes, held from October 30 to November 
12, 1946, by the American University in 
cooperation with the District of Columbia 
Institute of Certified Public Accountants, 
devoted itself to the practical needs of the 
advanced student of taxation—the experi- 
enced practitioner, whether lawyer or ac- 
countant. The objective of the conference, 
therefore, was not to survey the whole field 
of taxation but rather to lead the partici- 
pants to a better understanding of “the ma- 
chinery by which millions of tax returns 
are dealt with and the mental attitude of 
the various human beings whose official du- 
ties affect the settlement of tax cases. Be- 
sides the primary question: ‘What ought 
to be done in view of the law and the 
precedents thereunder?’ a second question 
was to be answered: ‘What actually will 
be done, and by what official andi officials?” 
With the latter question in mind, the Ad 
visory Committee—Robert N. Miller, Roy 
Blough, Norman D. Cann, W. D. Danne 
and Randolph E. Paul—included in the pro- 
gram topics dealing with the operation of 
the Tax Court and the Bureau of Internal 
Revenue, and selected speakers and panel 
members to represent both tax officials and 
taxpayers. 


The lectures reproduced here are grouped 
around nine subjects of major concern in 
tax circles: capital gains and losses; the or- 
ganization of the Treasury for the settle- 
ment of tax disputes; the tax consequences 
of separation and divorce; the preparation 
and trial of cases in the Tax Court; the pur- 
chase, sale and reorganization of a business; 
Section 722 on excess profits tax relief; the 
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function of the Excess Profits Tax Coun- 
cil; and corporate distributions. The vol- 
ume concludes with an address by Thomas 
Cc. Atkeson, then Assistant to the Commis- 
sioner of Internal Revenue. 


City Revenues 


1947 Supplement—Where Cities Get Their 
Money. A. M. Hillhouse. Municipal Fi- 
nance Officers Association of the United 
States and Canada, 1313 East 60th Street, 
Chicago 37, IMinois. 1947. $1.50. 


Because of the numerous and varied 
changes in sources of municipal revenue in 
the two and one-half years since the publi- 
cation of Where Cities Get Their Money 


(reviewed in the July, 1947 issue of this 
magazine), the 1947 Supplement has been 
prepared to cover the experience of cities 
during that period. 


Under the general direction of the Mu- 
nicipal Finance Officers Association, the 
Supplement was organized and written by 
Dr. A. M. Hillhouse, formerly with the 
staff of MFOA, now Associate Professor 
of Public Finance at the University of Cin- 
cinnati. Dr. Hillhouse was the leading 
participant in the preparation of Where 
Cities Get Their Money. 


Because this new publication is purely 
supplementary, it will be of greatest benefit 
when used together with the original book. 


—_— 





Legislative Sessions Meeting in 1947 


Date of 
Date of Adjourn- 
Jurisdiction Meeting ment 
80th U. S. Congress...Jan. 3 July 
Alabama (Prelim. 

Sess.) Jan. 14 Jan. 
Alabama ... . May e 
Alabama (ist ‘Sp.).. .Mar. 
Alabama (2nd Sp.)..May 
Alaska Jan. 
Arizona exe Jan. 
Arizona (1st Sp.)....June 
Arizona (2nd Sp.)...June 
Arkansas J 
California .... 

California (1st ‘Sp. ). 
Colorado 
Connecticut 
Delaware 
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Georgia ... 
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Illinois 
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Date of 

Jurisdiction Meeting 
Mississippi (1st Sp.) .Mar. 
Missouri Jan 
Montana 
Nebraska 
Nevada ; 
New Hampshire ..... 
New Jersey ..... 
New Jersey (1st Sp. ). ‘June 
New Mexico J 
New York 
North Carolina 
North Dakota 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


Ao DAY, July 22, had the fol- 
lowing items in the California news- 
papers. A taxpayer of Alhambra was fined 
$20,000 for underpayment of 1941 and 1942 
taxes. He pleaded no contest in federal 
court. A grocer sued for refund of city 
and county taxes paid under protest of 
liquor licenses. See California CT { 24-021 
and { 24-023. 


But the prize for Ripley concerns Cuca- 
monga Wineries, Inc. It is no news when 
an internal revenue agent alleges tax fraud. 
But when a stockholder charges it, that is 
one for the book. One stockholder in that 
corporation charges that corporate officials 
were guilty of such mismanagement and 
had “understated the income of the corpo- 
ration by more than two hundred thousand 
dollars for income tax purposes to the state 
and federal governments.” 


Tithing 


In the July Shoptalk, we passed on to our 
readers a correspondent’s inquiry as to the 
existence of a ruling, about ten years ago, 
permitting a minister to deduct ten per cent 
of his income as charitable donations with- 


out giving details on his return. 
scriber has this to say: 


One sub- 


“The rule referred to has not existed to 
my knowledge since 1918; however it may 
not have existed prior to that time. 


“The question of ordinary and necessary 
business expense is irrelevant. Helping 
one’s fellowman, in time of need, is a Chris- 
tian duty, not a business. 


“In accordance with the stated facts, the 
minister should be allowed to deduct his 
charitable donations. 


“In this particular case the tax should be 
paid, claim for refund should be filed, suit 
should be brought in the federal District 
Court, and the case should be tried before 
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a jury, which should decide the facts in the 
case as to the minister’s intention. 

“Should the plaintiff lose the case, then 
let him forget it. 

“The following is a case based on fact, 
not law: 

“The pastor of a church acts in a dual 
capacity as far as personal charities are 
concerned. He acts as receiving agent for 
the church and also as disbursing agent. 

“The minister disbursed the funds to the 
individuals in the name of his church. 
Where did the church receive the funds? 
The church received the funds as a dona- 
tion from the pastor. 


“When the minister gave the money to 
the church, he was acting as any other tax- 
payer would act—he was making a dona- 
tion. 


“When the pastor disbursed the money, 
he was acting in his capacity as disbursing 
agent for the church. 


“If the minister had placed the money in 
a separate bank account in the name of the 
church and then disbursed it in the name of 
the church, very probably the revenue agent 
would not have raised the question. 

“The minister is not an accountant or a 
tax attorney; he knows nothing about the 
intricacies of the income tax law. There- 
fore, it is necessary to determine what his 
intentions were. He intended to make a 
donation to his church to be used for the 
purpose of assisting needy and worthy in- 
dividuals. 


“Had the minister possessed a knowledge 
of taxes, he would have made the donations 
directly to the church and then disbursed 
the funds in the name of the church. The 
form in which he made the donations is not 
in accordance with the law and the regula- 
tions; however, his intentions were in ac- 
cordance with the law. 


“The courts very often look beyond the 
form and pry very deeply into the inten- 
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tions of the taxpayer. I believe the Dobson 
rule might be a stumbling block; however, 
I do believe that the liberal members of our 
present Supreme Court would decide in fa- 
vor of the minister. 

“Tf the revenue agent who disallowed this 
deduction had donated ten per cent of his 
income to the same church, and the same 
minister had disbursed the funds to the 
same individuals, I am positive that the 
revenue agent would have claimed the do- 
nation as a deduction. Therefore, why 
should the agent in this case deprive the 
minister of the rights which he, the agent, 
would possess under the law? 


“T am confident this case could be won 
before a jury.” 


Man Bites Dog 


Many years ago a newspaper publisher 
was berated for the amount and promi- 
nence of the space his paper gave to crime. 
His reply was: “When crime ceases to be 
news, then things will really be bad. It is 
only the unusual that deserves printing.” 


All of which is by way of introduction to 
the contribution which follows. When the 
Internal Revenue Service makes a mistake, 
that’s news, even if it is just a small error. 
Not very long ago a CPA was visited by 
an agent of the Intelligence Unit to find 
out why he (the accountant) had not filed 
returns for two certain years. It’s bad 
enough when that happens to an ordinary 
taxpayer; but to a man charged with deep 
knowledge of the law it is most embarrass- 
ing. In due course the CPA was able to 
prove that: 


(1) In the first of those years he was out 
of the United States and Section 116 
(a) applied. 


(2) In the second year, he had not only 
filed a timely return, but had been 
given a refund. 


Obviously, something had been misfiled. 


But the real moral of the story is our oft 


repeated adage, “Never sell the Intelligence 
Unit short.” 


This Is No Bunk 


In our June, 1939 issue, we quoted a par- 
agraph from the National Legionnaire. It 
dealt with the Bunker case [39-1 ustc 
19466], wherein the Supreme Court held 
that a veteran’s insurance was includible in 
his gross estate. The Legionnaire didn’t like 
that, and neither do we. 


Talking Shop 





So now we quote from the June, 1947 
issue of the same paper: 


“John Taylor, legislative director for 
the American Legion, declared, ‘The rev- 
enue bill would deprive veteran benefici- 
aries of about 30% of the proceeds from 
the insurance which deceased service 
men paid for.’ ” 


At the time of the Bunker case there were 
approximately a million such policies out. 
Today the number is several times that, 
and increasing, as veterans use their rein- 
statement privileges. With that many votes, 
there is yet hope that Congress will see the 
light. Few veterans are affluent enough to 
be touched by federal estate taxes, but 
nevertheless the insurance proceeds should 
be specifically exempt. 


A Stout Case 


The Court of Claims decision in the case 
of Guinness covers fifteen printed pages 
[47-2 ustc J 9319]. It is a highly compli- 
cated matter, with twenty-seven findings of 
fact and a dissenting opinion. As an illus- 
tration of high finance in the late ’twenties 
and early ’thirties, it deserves a place in 
textbooks on finance. For example, in find- 
ing 24, it is shown that stock worth $19.50 
a share on April 22, 1930, was worth only 
seventy-five cents on December 31, 1932. 


As to why the SEC was needed, see this 
quotation from the opinion (italics are the 
Shoptalker’s) : 


“The partnership, purporting to repre- 
sent the owners of the stock, sold but not 
naming the owner, made a written agree- 
ment to sell and buy the stock. The 
stock sold stood in the name of Standard 
Utilities, which corporation was wholly 
owned by the partnership.” 


Entirely legitimate at the time, there ap- 
pears to be justification for the legislation 
requiring the simplification of utility corpo- 
ration structure and full disclosure to the 
public. 


World’s Fair 


Another case brings some unpleasant 
memories. The SEC was operating in 1939 
when the Exposition Souvenir Corporation 
bought debentures for $130,000, which it 
sold in 1941 at a loss of $92,000. It was 
only one of many companies (the total is- 
sue was $27,000,000) which sustained such 
losses, and to the best of our recollection 
the SEC never did a thing about it. 
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Color Blindness 


In January of this year the Journal of Ac- 
countancy devoted considerable space to the 
matter of eyeglasses and color blindness in 
accountants. The latter, as an occupational 
handicap, was news to many (too many) 
practitioners. But not to patrons of the 
Shop. See page 430 of our July, 1942 issue. 


Montaigne on Interpretations 


The erudition of Edwin W. Hart, Penn- 
sylvania CPA, is responsible for finding the 
following extract from Montaigne’s essay 
on experience. 

“There is more ado with interpreting in- 

terpretations than with interpreting the 
things themselves, and more books about 
books than about any other subject; we do 
nothing but comment on each other. 
Who would not say that commentaries in- 
crease doubts and ignorance, since there is 
to be found no book, human or divine, 
with which the world concerns itself, of 
which the interpretation does away with 
the difficulty. When is it ever agreed 
amongst us that ‘this book contains enough 
in itself; there is now nothing more to be 
said’? . . . Nevertheless, do we find any 
end to the needs of interpreting? Do we 
need fewer advocates and judges than when 
the mass of law was still in its first in- 
fancy? On the contrary, we obscure and 
bury the understanding of it. We can no 
longer get at it except by permission of 
many fences and barriers.” 


Officers’ Salaries 


Mr. Vergil E. Bennett, CPA of Pitts- 
burgh, Pennsylvania, contributes the fol- 
lowing: 

“Your remarks concerning officers’ com- 
pensation in the July issue bring to mind 
the never-ending complexities of this actual 
case. Two officers volunteered to continue 
to assist a struggling corporation for a year 
or two. They had moderate income from 
sources not in the corporation. You would 
believe this would satisfy any governmental 
agency. Alas! A wages-and-hours exam- 
iner looked over this corporation’s records 
and found everything in perfect order ex- 
cept the fact that these officers were not 
paid for their services. He stated it was 
illegal for any corporation to employ offi- 
cers or any person without adequate com- 
pensation. Moreover, when competitive 
conditions are resumed, this legal question 
also may affect costs and operating ex- 


penses included in the Robinson-Patman 
Act, which carries appropriate penalties. It 
might be well for all practicing public 
accountants and tax representatives to con- 
sider the legal aspects surrounding nonpay- 
ment of officers’ salaries.” 


It might be even better if lawyers con- 
sidered this point when drawing up cor- 
porate minutes and partnership agreements. 


It Ain't Hay 


Several years ago we had the pleasure of 
recommending to our readers a book by 
David Dodge, CPA, entitled Death and Taxes. 
Recently we found time to read his fascin- 
ating study of the marijuana racket in Cali- 
fornia, entitled Jt Ain’t Hay. The first two 
chapters cover some unexpected tax angles. 
We hear that Dodge is now in Central 
America getting material for a new book. 
What the subject will be, we have not 
heard. However, we'll buy it. Dodge is 
good. 


Judge’s Jest 


Noting that several more states have 
joined the community property parade, we 
want to quote from the Fifth Circuit deci- 
sion in the case of Payne [44-1 ustc § 9239]. 
The italics are not supplied by the Shop- 
talker. They are in the report of the deci- 
sion in his files. 


“Husbands and wives residing in states 
where they hold property under the com- 
munity enjoy a distinct advantage in the 
matter of Federal income taxes over hus- 
bands and wives residing in states where 
they do not hold property under the com- 
munity, and that disparity should not be 
extended by judicial construction, to the 
end that husbands would be encouraged to 
evade both their wives and their taxes by 
persuading their wives to take their income- 
producing movables to a community prop- 
erty state where the income therefrom could 
be cut in two for income tax purposes.” 


Watch This Case! 


The case of Hatfried [47-1 ustc J 9294] is 
of immense importance to all tax counsel, 
but especially to certified public accountants, 
It is almost sure to be appealed by the 
Commissioner. We quote from the decision, 
and invite attention to the use of small let- 
ters for CPA’s. 

“The Treasury Department has long 
given sanction to the practice of taxpayers 
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in enlisting the aid of accountants in the 
preparation of their tax returns. The De- 
partment regularly admits accountants to 
practice before it in representation of tax- 
payers, and the Tax Court does the same. 
To accord the status of experts on the tax 
law to accountants for representation pur- 
poses and then to hold that taxpayers who 
entrust to them the task of preparing their 
tax returns run the risk of paying heavy 
penalties, should they err in the discharge 
of their assignment, creates an absurd 
situation. ; 


“To hold that a taxpayer who selects as 
his agent a certified public accountant has 
failed to exercise ‘ordinary business care 
and prudence’ is an inconceivable proposi- 
tion.” 


Short Sales 


We gather from the newspapers that a 
new effort is being made to prevent, or at 
least seriously impede, the short-selling of 
securities., One method which seems to 
have some support is a special tax on profits 
derived from such sales. It is difficult to 
understand the aversion to short-selling 
which seems to be quite prevalent among 
the American public. The orange grower 
who contracts to sell his crop nine months 
in advance of maturity is making a short 
sale. The butcher who solicits your order 
in October for your Thanksgiving turkey is 
also selling short. No one condemns them. 
They are, on the contrary, regarded as smart 
business men. 


Another paradox is the disregard of the 
buyer. Only the seller is to be penalized. 
This is like the “enforcement” statutes un- 
der the Eighteenth Amendment. Yet every 
sale requires a purchase. In the face of a 
demand for simplification of our tax stat- 
utes, we are threatened with another compli- 
cation. It might be well to look into the 
reasons, if any, for the situation. 


A somewhat yellowed clipping from the 
New York Evening Post of June 9, 1933, is 
helpful. A Congressional committee, with 
Ferdinand Pecora as counsel, was investi- 
gating the Morgan firm. William Ewing, 
a partner in that firm, testified that although 
the policy of the firm was not to sell stocks 
short, he and his wife had personally done 
that. He added, “I was scared to death.” 


Out of this investigation grew the Inter- 
nal Revenue Code prohibition of deductions 


of losses among related interests. Fortu- 
nately, so far, short sales have escaped. 


Talking Shop 


For further enlightenment, we want to 
quote (by permission of Harper & Broth- 
ers) from page 442 of John Ise’s Economics. 

“To most Americans rising land values 
represent the highest economic ideal, the 
summum. bonum of statecraft.” 

That statement is true, but incomplete. 
The American ideal is not confined to land. 
It permeates everything. It is the proudest 
boast of the craft unions that they have 
never taken a cut in dollar wages. The 
lack of public demand for the abortive New- 
buryport “plan” shows that the public at 
large prefers high prices, whatever the 
cause. There is psychic income in paying 
$3.95 for a shirt which in 1939 was yielding 
the retailer a fair profit at $1.95. 

And so the threat against short-selling 
the securities is very real. Short-selling 
does have a tendency to a short-run reduc- 
tion in price. The cushion which the buy- 
ers provide, and which keeps the “low” 
from being lower, is not so readily in evi- 
dence. We hold no brief for the old, unre- 
strained market-rigging, whereby a “bear 
raid” could wipe out hundreds of “lambs.” 
That sort of thing is thoroughly and well 
controlled by the SEC. Furthermore, ex- 
orbitant profits, if made by some operators, 
must be shared literally, willy-nilly, with 
the Treasury Department. Hence, the in- 
centive to unnecessary short-selling is re- 
moved. 

Another vital point is that short sales are 
lumped into one classification, as corpora- 
tions are. The three-man corporation con- 
ducting a business with capital of $20,000 
and annual gross sales of $120,000 is taxed 
on the same basis as the billion-dollar cor- 
porations with stockholders numbered by 
the hundred thousand. Few tax reforms 
are more needed than a classification of 
corporations. 

Similarly, there are, actually, two kinds 
of short sales. The kind the opponents are 
gunning for is the speculative type. Mr. 
Big Bear believes P.D.Q. Railway common 
is going down, so he orders his broker to 
sell a thousand shares short. It goes down, 
he covers, and he has a profit. According 
to our observations, such profits are nearly 
always short term and, therefore, fully tax- 
able. Yet even more tax is threatened. 

The second, or technical, type of short 
sale is more common and the number of 
people threatened by present proposals is 
larger. Mr. I. N. Vestor has one hundred 
shares of Gold Plate preferred in his safe 
deposit box in New York. He makes a 
business trip to California, and determines 
to open a branch there. After due investi- 
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gation, he contracts to purchase a plant. most speculative bear operators of the past 

The terms are cash. He orders his broker’s are reputed always to have covered within 

branch in Los Angeles to sell his stock. twenty-four hours. 

That’s why he’s been holding it—to cash We quote again from Professor Ise’s book 

in when a good opportunity to use his capi- (page 483): 

tal more productively arises. Until he can “According to pure financial theory, the 

return to New York, get the certificate out function of taxation is to get the money 

of deposit and deliver it to his broker, he needed, in the cheapest and fairest way pos- 

is technically short. It is imperative if legal sible . . . with no program for remaking 

blocks or tax penalties are put on short society in any way.” 

sales, that such a transaction be excluded. We recommend that to the consideration 
However, careful draftsmanship will be of all Senators, Representatives and tax 

required. A mere time limit on covering officials. 

is of no value. Many of the biggest and [The End] 


—_— 


MUNICIPAL ENABLING LEGISLATION 


One of the major problems which confronted the 1947 state legislatures 
was the financial plight of cities and other local political subdivisions. In 
addition to direct aid from state funds, the legislatures of many states 
passed enabling legislation authorizing local political subdivisions to levy 
special additional taxes. Such legislation includes the following: 

Illinois authorized cities, upon approval by the voters, to levy retailers’ 
occupation (sales) taxes not to exceed one half of one per cent of gross 
receipts. 


Maryland granted counties, towns and cities the right to levy admission 
taxes. 

Minnesota levied a one per cent tax in Minneapolis on earned profits 
from businesses and professions and on wages and salaries, but the tax 
was rejected upon referendum. 

New Jersey authorized seaside or summer resort cities on the Atlantic 
Ocean to enact a three per cent selective sales tax. 

New York authorized counties, except counties in which New York 
City is located, to levy a two per cent retail sales or use tax, a three per 
cent tax on luxury restaurants, a tax not in excess of twenty-five per cent 
of the state license on retail liquor licensees, a ten-dollar tax on vending 
machines and a ten-dollar use tax on motor vehicles, busses and trucks. 
Cities between 100,000 and 1,000,000 and New York City are also granted 
special taxing powers. In addition, New York continued for another year 
the power of cities to impose a one per cent tax on gross incomes of 
utilities. 

Oklahoma granted cities the power, in case of a major catastrophe, 
to levy a one per cent consumers’ sales tax. 

Pennsylvania empowered all political subdivisions, except first-class 
cities and first-class school districts, to assess any taxes which the Com- 
monwealth has the power to tax but which it does not now tax. In addi- : 
tion, Pennsylvania has imposed in first-class school districts (Philadelphia 
and Pittsburgh), for the years 1948 and 1949, a mercantile license tax equal 
to one-half mill on each one dollar of annual gross business of wholesale 
dealers and brokers and one mill on each one dollar in case of retail 
dealers and persons conducting restaurants and places of amusement, and 
a tax on intangible personal property of not less than one mill and not 
more than four mills. 

West Virginia authorized municipalities to levy annual privilege taxes 
on businesses and occupations subject to the state tax, but limited to the 
state rate, and to tax purchases of intoxicating liquors not to exceed two 
‘per cent of the purchase price. Cities were prohibited, however, from levy- 
ing a tax on motor carriers operating on the state highways. 

Wisconsin specifically prohibited political subdivisions from levying 
income taxes. 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Estate tax: Transfer with life income 
retained: Gross estate: Application of 
Dobson rule.—Decedent and her brother 
and sister were life beneficiaries of a trust, 
while their children were remaindermen. 
The trustees added stock dividends to prin- 
cipal, although it was open to question 
whether the life tenants were not entitled 
to such dividends. In 1915, the life bene- 
ficiaries signed a deed of family settlement, 
whereby they transferred their interest in 
certain stock dividends to the trustees, re- 
taining only the income therefrom for their 
lives. As they became of age, the remain- 
dermen were to sign the deed; if any of 
them refused to do so, the deed was to be 
without effect. Although the last-remain- 
derman to sign did not do so until after 
enactment of the Joint Resolution of March 
3, 1931, the deed was held by the Tax Court 
to have conveyed the securities subject to 
a condition subsequent, with the result that 
decedent’s interest in such dividends was 
not taxable as the subject of a transfer with 
life income retained. With respect to other 
stock dividends, the life tenants signed 
annual approvals of the trustees’ accounts, 
whereby they released their interests in 
such dividends as income and agreed that 
they be added to principal, but impliedly 
reserved life income therefrom by reason of 
the operation of the basic trust. The Tax 
Court also held no part of these dividends 
includible in decedent’s gross estate. On 
appeal after a rehearing, the Circuit Court 
holds that the case is one falling under the 
rule of Dobson v. Commissioner, 44-1 Ustc 
79108, 320 U. S. 489,° as concerned with 
factual inferences to be drawn by the Tax 
Court, whose conclusions must stand un- 
less clearly unsupported by fact or reason. 
Therefore, as it cannot be said that the 
Tax Court’s conclusions are unreasonable, 
that court’s decision is affrmed. CCA-3. 
Commissioner of Internal Revenue, Petitioner 
v. Estate of Sallie Houston Henry, Deceased, 
Charles J. Biddle and Gerald Ronon, Execu- 
tors, Respondents, 47-1 ustc § 10,558. 


STATE COURTS 


Franchise: Apportionment formula: Par- 
ent and subsidiary corporations.—The doc- 


Interpretations 


~ 


trine of the Butler Brothers case (315 U. S. 
601) with respect to the application of the stat- 
utory allocation formula to unincorporated 
wholly controlled branches or business lo- 
cated in other jurisdictions also applies to 
incorporated wholly controlled branches or 
businesses so located.—Calif. Edison Cali- 
fornia Stores, Inc. v. McColgan. 


Income: Statute of limitations: Effect of 
amendment.—In 1939 an amendment changed 
from three to four years the time for mailing 
a notice of a deficiency tax. The amend- 
ment became effective prior to the expira- 
tion of the three-year period. Notice of 
deficiency tax was mailed after the three- 
year but within the four-year period. The 
four-year provision was held to apply. The 
deficiency tax was a continuing liability and 
the legislature had the power before the 
expiration of the prior period to extend 
the time within which enforcement could 
be commenced.—Calif. Mudd v. McColgan. 


Motor vehicles: Mileage tax exemption 
superseded.—Chapter 22829, Laws 1945, which 
authorizes municipalities to tax certain utili- 
ties and provides for the repeal of any pro- 
visions in conflict with the act, supersedes 
and repeals the provisions of Section 323.15, 
Florida Statutes, 1941, which provides that 
the mileage tax imposed on motor transpor- 
tation companies is to be in lieu of all other 
taxes, state, county and municipal, except 
motor vehicle registration fees and ad 
valorem levies, even though Section 323.15 
was also amended in 1945 and the “in lieu” 
provisions re-enacted. The legislative intent 
was to make the tax contemplated by Chap- 
ter 22829 a tax not affected by the exemption 
provided for in Section 323.15 although the 
exemptions named therein were reenacted 
by the amendatory 1945 law. The effect of 
the language used in the provision in Chap- 
ter 22829 repealing acts in conflict was to 
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make the provisions of this chapter super- 
sede and take precedence over any legisla- 
tive act then existing, or then in the course 
of passage, which created, or attempted to 
create, exemption from the tax authorized 
therein —Fla. Tamiami Trail Tours, Inc. 
et al. v. City of Tampa et al. 


Utilities: Baltimore tax on gas, electricity 
and telephone service valid.—The Baltimore 
city ordinance imposing a tax of five per 
cent upon the gross sales price of artificial 
and natural gas and electricity delivered 
through pipes, wires or conduits and on 
sales of service for the transmission of 
messages by nonresidential telephones within 
the city limits is not discriminatory against 
an apartment house owner furnishing its 
tenants with electricity, and contained a 
sufficient description of the subject matter 
in its title to be sustained as valid.—Md. 
Brooklyn Apartments, Inc. v. Mayor and City 
Council of Baltimore, et al. 


Foreign corporation: Liability of corpo- 
rate officer—The personal liability of an 
officer of a foreign corporation, which arises 
through the failure of the corporation to 
comply with the statutory qualification pro- 
visions, does not cease upon the corpora- 
tion’s compliance with the statute. The 
liability of such an officer is fixed as of the 
time of the transaction of the business giv- 
ing rise to the liability. Subsequent com- 
pliance with the statute does not absolve 
the officer from liability already accrued.— 
Mass. Marian Realty Company v. Cibel. 


Joint ownership: Proprietary interest v. 
equitable mortgage.—Realty was held in the 
joint names of taxpayer, her husband, and 
decedent. Upon decedent’s death in 1937, 
an inheritance tax was levied on the value 
of taxpayer’s one-half share in the dece- 
dent’s interest, which passed at her death 
to the surviving joint tenants. It is held 
that taxpayer failed to sustain the burden 
resting upon her of showing that decedent’s 
interest in the property was not a pro- 
prietary interest, but instead was an equi- 
table mortgage which had been paid up 
prior to her death. Therefore, taxpayer’s 
share in such interest is subject to inherit- 
ance tax—Minn. Ottelia Hull, Appellant v. 
Commissioner of Taxation, Appellee, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
{ 16,150. 


Business Licenses: Constitutionality of 
Small Loans Act.—The Small Loans Act 
(Sections 8150-8171) violates Section 44, 
Article III, of the state constitution since 
it provides for licensing persons to engage 
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in business as money lenders for loans up 
to $300 at a greater rate of interest at 
eight per cent and prohibits all others from 
loaning any amount at more than eight 
per cent.—Mo. Household Finance Corpora- 
tion et al. v. Harry Shaffner, et al. 


Property subject to tax: Partnership in- 
terest.—Decedent’s estate received one-third 
of the profits of a partnership under the 
terms of an agreement which provided that 
in the event of the death of one of the 
partners prior to its termination, his salary 
ceased from the date of his death, but his 
estate was entitled to receive profits and 
obligated to share losses, for the balance 
of the calendar year in which the death 
occurred. The value of decedent one-third 
interest in the profits of the partnership 
was includible in his gross estate for in- 
heritance tax purposes. Citing Williams v. 
Bugbee, 140 N. J. Eq. 118.—N. J. Nettie E. 
Creasey, Executrix of the Last Will and 
Testament of William W. Creasey, Deceased, 
Appellant v. Homer C. Zink, Commissioner, 
Department of Taxation and Finance, respond- 
ent, CCH INHERITANCE, ESTATE AND GIFT 
Tax Reports {§ 16,156. 


Property subject to tax: Partnership in- 
terest.—Decedent, at the time of his death 
in 1923, was a member of a partnership 
which, by the terms of its agreement, was 
to continue to 1925. The agreement also 
provided that in case of the death of any 
partner before the termination date, the 
remaining partners and the estate of the 
deceased partner should carry on the busi- 
ness until that date. Decedent’s interest 
in the partnership was fifty per cent of the 
partnership capital and thirty-five per cent 
of the profits. The inclusion of the fifty 
per cent of the partnership capital was not 
questioned. It was held that the value of 
the thirty-five per cent interest of the profits 
to the termination date was also includible 
for inheritance tax purposes.—N. J. Richard 
H. Williams, Jr. et al., Appellants v. Newton 
A, K. Bugbee, Comptroller, etc., Respondent, 
CCH INHERITANCE, ESTATE AND Girt TAX 
Reports { 16,157. 


Franchise: Basis for computation.— Valu- 
ation of shares of stock of a corporation 
used ‘by the Secretary of State for franchise 
tax purposes is that set by the directors 
of the corporation when applying for a 
charter amendment authorizing the issuance 
of new stock for old. Article 1538d of 
RCS requires the directors to certify when 
the issuance of no-par stock is sought: “the 
number of shares without par value sub- 
scribed and the actual consideration received 
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by the corporation for such shares.” The 
exchange involved here was eighty shares 
of $1.25 par value for 40,000 shares of no-par 
value, but having a value, according to the 
directors’ certificate, of $1,033,181.25. The 
franchise tax was rightly based on this latter 
value—Tex. Sterling Oil and Refining Cor- 
poration v, Isbell et al. 


Income: Trust for benefit of exempt 
beneficiaries—Income of a trust derived 
from the gain realized from the sale of 
stock, which income is ultimately destined 
to exempt beneficiaries but is retained by 
the trustee and not distributed to the exempt 
beneficiaries during the taxable year, is tax- 
able to the trustee. Under the income tax 
law all taxable net income realized during 
a particular year is subject to taxation 
in the hands of the party who received it 
and is entitled to retain it during that year.— 
Wis. First Wisconsin Trust Company v. Wis- 
consin Department of Taxation. 


Gift Tax: Completed gifts: Subsequent 
release of management rights and power to 
revoke with another.—In 1931, donor trans- 
ferred shares of stock in trust for the benefit 
of his children, in connection with divorce 
proceedings between him and his wife. He 
reserved rights of management over the 
trust property, together with the right to 
income and the power to revoke the trust 
with the consent of the wife from whom he 
was divorced. She was given a life estate 
in one-third of the corpus contingent upon 
surviving him. In 1945, donor and his 
former wife amended the trust indenture to 
release all rights of either in the trust. 
It is held that the completed gifts were 
made in 1931 with respect to the remainder 
interests, and that only the value of donor’s 
life estate, his former wife’s contingent life 
estate, and his right to recover one-third 
of the corpus if he survived her (rights 
released in 1945) are subject to gift tax— 
Wis. I. Stanley Stone, Philip Louis Stone, 
Stanley Stone, Jr., Petitioners v. Wisconsin 
Department of Taxation, Respondent, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
q 16,155. 


STATE RULINGS 


Taxability of one-half interest in com- 
munity property passing to heirs: Interest 
subject to widow’s usufruct.— Decedent 
owned property in community with his wife. 
He was survived by her and four children. 
In determining whether or not any inherit- 
ance tax is payable on account of the 
transfer of the one-half interest in the prop- 
erty to the heirs, subject to the widow’s 


Interpretations 


usufruct, the value of the usufruct is fixed 
on the basis of the American Experience 
Tables set forth in Section 23. The $5,000 
exemption in favor of a forced heir then 
is applied to each share in the remainder, 
before such share may be subjected to tax. 
The usufruct, itself, is exempt from tax.— 
La. Opinion of the Attorney General, CCH 


INHERITANCE, Estate AND Girt TAx REPORTS 
7 16,148. 


Transfer to lineal descendant and spouse 
as tenants by entireties: Reservation of life 
estate.—In 1940, decedent transferred prop- 
erty to her son and daughter-in-law as 
tenants by the entireties, reserving a life 
estate. It is held that an inheritance tax 
is payable on the property based on its 
appraised value on the date of death. The 
applicable rates of tax are one per cent of 
the value of the property received by dece- 
dent’s son, and seven and one-half per cent 
of the value thereof received by the daughter- 
in-law.—Md. Opinion of the Attorney Gen- 
eral, CCH INHERITANCE, EsTATE AND GIFT 
Tax Reports { 16,149. 


Payment of federal estate tax: Impact 
upon personalty before realty—The burden 
of the federal estate tax, which is payable 
by the personal representative out of the 
estate, is determined by local law. In North 
Carolina, the personal property of an in- 
testate is exhausted before real property 
is applied to claims against the estate, in- 
cluding claims for federal estate taxes.— 
N. C. Opinion of the Attorney General, CCH 


INHERITANCE, EstTATE AND Girt TAX REPORTS 
{ 16,152. 


Contemplation of death: Annuity and 
promise to erect churches as consideration. 
—Within two years of his death in 1946, 
decedent transferred property worth $80,000 
to the Friars of the Atonement, Inc., in 
consideration of their payment to him of an 
annuity of $250 a month for life and promise 
to erect two churches at a cost of not less 
than $35,000 each. The time and place for 
the erection of the churches were at the 
discretion of the friars. The churches were 
to be erected in memory of decedent and 
his wife. At the time of the transfer, dece- 
dent was past seventy-three years of age 
and could have purchased the annuity on 
the market for approximately $31,000. It 
is held that the transfer was of a material 
part of decedent’s estate in contemplation 
of his death, and that the consideration 
therefor was not adequate, so that the trans- 
fer is subject to inheritance tax.—Tex. Opin- 
ion of the Attorney General, CCH INHERI- 
TANCE, ESTATE AND Girt TAx REports { 16,154. 
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STATE TAX 


ALABAMA 
October 1 
Automobile dealers’ report due. 
Chain store tax due. 
Public utilities’ report and license fee due. 


October 10—— 


Alcoholic beverage report of wholesalers 
and distributors due. 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 


Automobile dealers’ report due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ report 
due. 


October 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 


Oil and gas production tax report and 
payment due. 


Telegraph companies’ report and license 
tax due. 


October 20—— 


Automobile dealers’ report due. 


Carbonic acid gas report and payment 
due. 


Coal and iron ore mining tax report and 
payment due. 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
Jasper occupation tax return and payment 


CALENDAR 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


October 30—— ‘ 
Annual license and privilege tax due (last 
day to pay). 
Forest products severance tax report and 
payment due. 


ARIZONA 
October 5—— 
Alcoholic beverages licensees’ report due. 


October 10—— 


Wholesalers of malt, vinous and spirituous 
liquors report and payment due. 


October 15—— 
Gross income report and payment due. 
Use fuel tax report and payment due. 


October 20—— 
Motor carriers’ report and tax due. 


October 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
October 1 
Bank share tax installment due. 


Final installment of property tax due (last 
day to pay). 


October 10-—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 


Statement of purchases of natural re- 
sources. 


October 20—— 


Gross receipts tax report and payment 
due. 


Natural resources severance tax report 
and payment due. 


Use fuel tax report and payment due. 


October 25—— 
Motor fuel tax report and payment due. 
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CALIFORNIA 
October 1 


Common carriers’ distilled spirits tax report 
and payment due. 


Gasoline tax report and payment due. 


October 15 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 


erages imported due. 
yhole- 


nnent Distilled spirits report and tax due. 


Motor carriers of property for hire report 
and pay gross receipts tax. 

Off-sale general liquor licensees (last day 
for filing quarterly report). 

Use fuel tax report and tax due. 


October 20—— 


Motor carriers’ gross receipts report and 
tax due. 


October 31 


Sales tax report and payment due. 
Use tax report and payment due. 


COLORADO 
October 5—— 


Alcoholic beverage manufacturers’ report 
due. 


yment 
report 


ue. Motor carriers’ tax due. 


October 10-—— 
Motor carriers’ report due. 


State Tax Calendar 


it due. 


Zazine 


October 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 


October 15—— 


Coal mine owners’ report due. 


Coal tonnage tax and report due. 
Income tax third installment due. 


October 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
October 1 


Gasoline tax due. 


October 15—— 
Gasoline tax report due. 


Gasoline use tax report and payment due. 


October 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
October 1 
Bank share tax due. 
Railroad tax installment due. 


October 15—— 
Filling stations’ gasoline tax report due. 


Manufacturers and importers of alcoholic 
beverages report due. 


October 30—— 
Income tax third installment due. 


October 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 
October 10—— 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages report 
due. 


Licensed manufacturers and wholesalers 
of beer report due. 


October 15—— 
Beer tax due. 
Income tax second installment due. 


October 25 


Gasoline tax report and payment due. 


FLORIDA 
October 1 


Auto transportation companies’ report and 
tax due. 


Express companies’ report and tax due. 


License taxes, unless otherwise provided 
by law, due. 


October 10—— 


Agents’ and wholesalers’ cigarette tax re- 
port due. 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


October 15—— 


Dealers’, importer 
report due. 


Gasoline tax report and payment due. 


Motor vehicle fuel use tax report and pay- 
ment due. 


Transporters’ and carriers’ alcoholic bev- 
erage report due. 


and carriers’ gasoline 
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October 25—— 


Oil and gas production tax report and 
payment due. 


GEORGIA 
October 10—— 


Cigar and cigarette wholesale dealers’ re- 
port due. 


Distilled spirits wholesale dealers’ report 
due. 


Motor carriers’ report due. 


October 15—— 
Malt beverage tax report due. 


October 20—— 
Gasoline tax report and payment due, 


IDAHO 
October 15—— 


Beer dealers’, brewers’ and wholesalers’ 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 


Motor carriers’ gross receipts tax quarterly 
installment due. 


October 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
October 10—— 
Motor carriers’ mileage tax due. 


October 15—— 
Alcoholic beverage tax report due. 


= 
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Cigarette tax return due. 
Public utilities’ report and tax due. 
Sales tax report and payment due. 


October 20—— 
Gasoline tax report and payment due. 


October 30—— 
Gasoline transporters’ tax report due. 


INDIANA 


October 1 
Alcoholic vinous beverage tax due. 


October 10—— 


Cigarette distributors’ interstate business 
report due. 


October 15—— 
Alcoholic vinous beverage tax due. 


Cigarette distributors’ drop shipment re- 
port due. 


Fuel use tax report and payment due. 


October 20-—— 


Bank and trust companies’ intangibles tax 
report due. 


Bank and trust companies’ share tax re- 
port and payment due. 


Building and loan associations’ intangibles 
tax report and payment due. 


October 25—— 


Distributors’ and carriers’ gasoline tax 
report and payment due. 


Fuel dealers’ fuel use tax report and pay- 
ment due. 


October 31 


Gross income tax report and payment due. 


State Tax Calendar 


October 1 
Income tax second installment due. 
Motor carriers’ additional tax due. 
Property tax second installment due. 


October 10—— 
Carriers’ gasoline tax report and tax due. 


Class “A” permittees’ beer tax report and 
payment due. 


October 20—— 

‘Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


KANSAS 
October 10—— 
Malt beverage report due. 


October 15—— 


Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Income tax second installment due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
October 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


October 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
October 1 


Brokers’ return on margin transactions 
due. * 


Stored distilled spirits report due. 





Carriers’ light wine and beer report due. 
Carriers’ lubricating oils report due. 


Intoxicating liquor manufacturers’ and 
dealers’ report due. 


Soft drink wholesalers’ report due. 
Tobacco wholesalers’ report due. 


October 20—— 
Dealers’ gasoline tax report and payment 
due. 
Dealers’ kerosene tax report and payment 
due. 


Dealers’ lubricating oils tax and report 
due. 


Fuel use tax report and payment due. 
October 10—— 


Amusement and entertainment report and 
tax due. 


New Orleans sales and use tax report 
and payment due. 


c ae Petroleum solvents report due. 
sare SZ r : 
igarette wholesalers’ report due Sales and use tax report and payment due. 


Wholesale dealers’ light wine and beer 
tax report due. 


Distilled liquors blenders’ and rectifiers’ 
tax payment due. 


Refiners’ and importers’ gasoline tax re- 
port due. October 30-—— 


Carriers’ quarterly report and payment 
October 15—— due : 


Gas gathering tax report and payment due. 


Natural resources severance tax report 
and payment due. 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 


Petroleum products report and tax due. 
and payment due. 


Public utilities’ and pipe lines’ report due. 


October 20—— 
Oil production tax report and payment MAINE 
due. October 10—— 
October 31 Malt beverage manufacturers’ and whole- 


f , : salers’ report due. 
Dealers’ and transporters’ gasoline tax re- 


port and payment due. October 15—— 
Use fuel tax report and payment due. 


LOUISIANA — 31 | “ 
7" e ‘ ' 
October 1 asoline tax report and payment due 


Franchise tax report and payment due. 


MARYLAND 


Tobacco wholesalers’ report due. October 1 


October 10-—— Property tax assessed by local collectors 
Importers’ gasoline tax report due. ome. 
Importers’ kerosene tax report and pay- October 10—— 


ment due. Admissions tax payment due. 


October 15—— 


Sales and use tax report and payment due. 


October 30—— 


Purchasers of cargo lots of motor fuel 
Carriers’ kerosene tax report due. report due. 


Importers’ light wine and beer report due. 
Importers’ lubricating oils report due. 


October 15—— 
Carriers’ gasoline tax report due. 
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October 31 


Beer tax report and payment due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 
October 1 
Personal income tax second installment 
due. 
Property 
October 10——- 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
October 20 


Cigarette tax report and payment due. 
Excise (income) tax second installment 
due, 


October 31 
Motor fuel tax report and payment due. 


tax second installment due. 


MICHIGAN 

October 5—— 

Carriers’ gasoline statement due. 
October 10—— 

Common and contract carriers’ report and 

fee due. 

October 15—— 

Sales tax report and payment due. 

Use tax report and payment due. 
October 20-—— 7 


Distributors’ gasoline tax report and pay- 
ment due. 


Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 
October 1 


Motor vehicles’ seiibtaiiin fee due. 
Property tax second semiannual install- 
ment due. 


October 10 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


October 15—— 
Interstate motor carriers’ mileage tax due. 


October 23 


Distributors’ gasoline tax report and pay- 
ment due. 

Special use fuel tax report and payment 
due. 


State Tax Calendar 


MISSISSIPPI 
October 5—— 
Factories’ report due. 


October 10—— 
Admissions tax report and payment due. 


October 15—— 

Carriers’ gasoline tax report and payment 
due. 

Manufacturers’, distributors’ and whole- 
salers’ of tobacco report due. 

Retailers’, wholesalers’ and distributors’ 
of light wine and beer report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


October 20—— 
Gasoline distributors’, refiners’, and proc- 
essors’ report and ‘payment due. 


October 25—— 
Oil severance tax and report due. 
October 30—— 
Producers’ and purchasers’ of oil report 
due. 
October 31 
Motor vehicles’ registration fee due. 


MISSOURI 
October 1 


Income tax third installment due. 


October 5—— 
Non-intoxicating beer permittees’ 
due. 


October 10—— 
Oil inspection tax report and payment 
due. 


Receivers’ of petroleum products report 
due. 


report 
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October 15—— 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 


October 25—— 
Use fuel tax report and payment due. 


October 31 


Gasoline distributors’ report and payment 
due. 

Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
October 1 


Moving picture theatre licenses issued and 
tax due, 
October 15—— 


Brewers’, wholesalers’ and transporters’ of 
beer report and payment due. 


Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ additional fee due. 
Personal income tax second installment 
due. 
October 20—— 


Producers’, transporters’, dealers’ and re- 
finers’ of crude petroleum report due. 


NEBRASKA 
October 1 


Express companies’ report due (last day). 


October 15—— 


Alcoholic beverage manufacturers’ 

wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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and 


NEVADA 
October 10—— 
Liquor report by out-of-state vendors due, 


October 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


October 16—— 
Toll roads and bridges quarterly tax and 
report due. 


October 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due, 


NEW HAMPSHIRE 
October 1 
Domestic savings bank and trust company 
tax payment due. 


October 10—— 
Manufacturers’ and wholesalers’ alcoholic 
beverages report due; wholesalers’ 


payment due. 


October 15—— 
Public utilities’ property tax due. 
Use fuel tax report and payment due. 


October 31 
Motor fuel report and tax due. 


NEW JERSEY 
October 10. ° 


Busses (interstate) report and excise tax 
due. 


Busses (municipal) gross receipts report 
and tax due. 
Jitneys (municipal) gross receipts report 
and tax due. 
October 20—— 


Alcoholic beverage retail consumption and, 
retail distribution licensees report and 
tax due. 

October 30—— 


Carriers’ gasoline tax report due. 


October 31 


Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
October 1 


Merchants’ license tax quarterly install- 
ment due. 


September, 1947 @ TAXES —The Tax Magazine 





ment 


~ due, 


oholic 
salers’ 


se tax 
report 


report 


n and, 
rt and 


install- 


gazine 


October 15—— 
Income tax due. 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


October 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor earriers’ report and tax due. 
Pipe line operators’ license tax due. 


October 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


October 30-—— 


Oil and gas well production tax report 
due. 


NEW YORK 
October 1 


New York City property tax semiannual 
installment due. 


October 15—— 


Personal income tax return third install- 
ment due. 


October 20—— 

Alcoholic beverage tax and report due. 

Erie County sales and use tax return and 
payment due. 

New York City occupancy tax and return 
on room rental in hotels, apartment 
hotels and rooming houses due. 

New York City retail sales tax return and 
payment due. 


New York City use tax return and pay- 
ment due. 


October 25—— 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise re- 
turn and payment due. 
October 31 
Gasoline tax report and payment due. 


NORTH CAROLINA 
First Monday: 
Property tax due. 


October 10 


Carriers’ gasoline tax report and payment 
due. 

Distributors and bottlers of unfortified 
wines report and payment due. 

Railroads’ alcoholic beverage report due. 


State Tax Calendar 


October 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


October 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 


October 30-—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 


NORTH DAKOTA 
October 10—— 
Cigarette distributors’ report due. 


October 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Mineral rights excise tax semiannual in- 
stallment delinquent. 


Real property tax semiannual installment 
delinquent. 


October 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 


October 25—— 
Use fuel tax report and payment due. 


OHIO 
October 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 


October. 15—— 


Cigarette use tax and report due. 
Use tax report and payment due. 


October 20—— 
Dealers’ gasoline tax report due. 





October 30—— 
Carriers’ gasoline tax report due. 


October 31 
Gasoline tax due. 


Toledo employers’ withholding return and 
tax due. 


OKLAHOMA 
October 1 
Freight car companies’ 
return due, 
Railroad companies’ report of equipment 
leased and withheld tax due. 


October 5—— 


Operators’ report of mines other than coal 
due. 


gross earnings 


October 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


October 15—— 


Carriers’ mileage tax report and payment 
due. ; 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


October 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


October 30—— 


Cotton manufacturers’ report and tax due 


October 31 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
October 10—— 


Oil production tax report and payment 
due, 


October 15—— 


Excise (income) tax third installment due. 
Personal income tax third installment due. 


862 


October 20—— 
Alcoholic beverage tax report and pay. 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


October 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
October 10—— 
Importers of spirituous and vinous liquors 
report due. 
Malt beverage report due. 


October 15—— 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


October 31 


Gasoline tax report and payment due. 


RHODE ISLAND 
October 10—— 


Manufacturers’ alcoholic beverage report 
due. 


October 15—— 
Gasoline tax report and payment due. 


October 31 
Corporations employing more than five 
persons report due. 


SOUTH CAROLINA 
October 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report and 
additional tax due. 
Power tax return and payment due (last 


day). 
October 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil tax return and payment 
due. 


October 31 
Motor vehicle registration and fee due. 


SOUTH DAKOTA 
October 1 
Motor carriers of passengers tax due. 
October 10—— 


Interstate motor carriers’ report and tax 
due. 
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October 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 

gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax report due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment due. 


October 20 
Passenger mileage tax due. 


October 30-—— 
Mineral products severance tax report 
and payment due. 


October 31 
Dealers’ gasoline tax report due. 
Property tax second installment due (last 

day to pay). 
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TENNESSEE 


due. 





First Monday: 
Property tax due. 


October 10 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 

Carriers’ gasoline tax report due. 


October 15—— 
Carriers of use fuel report due. 
Users of fuel report due. 


October 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 
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TEXAS 








October 1 ‘ 

Commercial and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Public utilities’ tax report and payment 
due. 

Radios, cosmetics and playing cards tax 
report and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 


October 15—— 


Oleomargarine dealers’ report and tax 
due. 
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- October 31 





October 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel 

tax report and payment due. 

October 25—— 

Admissions tax report and payment due. 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres tax report 
and payment due. 

October 30—— 


Oil production tax report and payment 
due. 


UTAH 

October 10—— 

Carriers’ use fuel tax report due. 

Liquor licensee report due. 
October 15—— 

Use fuel tax report and payment due. 
October 25—— 

Carriers’ gasoline tax report due. 

Distributors’ and retailers’ gasoline tax 

report and payment due. 


VERMONT 
October 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
October 15—— 
Electric light and power companies’ re- 
port and tax due. 
Express and telegraph companies’ tax due. 
Railroad, transportation and_ telephone 
companies’ tax due. 
October 31 
Gasoline tax report and payment due. 





VIRGINIA 
October 1 
Motor bus transportation license tax due. 
Public utilities’ tax due. 
October 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
October 15 
Motor carriers’ tax due. 
October 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 











Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 
report due. 


863 













WASHINGTON 
October 10—— October 1 


Brewers and manufacturers of malt prod- Motor carriers’ flat tax due. 


ucts report due. October 10—— 
October 15—— Alcoholic beverages tax report due. 


Auto transportation companies’ report and Cigarette wholesalers’ and manufacturers’ 
payment due. 


WISCONSIN 


















: : report due. 
Butter substitutes report and payment Oleomargarine tax report and payment 
due. due. 
Wholesalers’ cigarette drop shipment re- 
port due ” , ° October 15—— 
: Railroad, telegraph, sleeping car and 
ag ‘ . , r ea express companies’ property tax second 
se fuel tax report and payment due. ‘eileen deb 
October 25—— 
Carriers’ gasoline tax report due. October 20—— 
Gasoline tax report and payment due. Gasoline tax report and payment due. 






WEST VIRGINIA 






October 10—— WYOMING 
Alcoholic beverage tax report and pay- October — 
ment due. Carriers’ gasoline tax report due. 
October 15— October 15— 


Cigarette use tax report and payment due. 
Sales tax report and payment due. 
October 30—— 


Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 








Gasoline tax report and payment due. Use tax report and payment due. 
Occupational gross income tax quarterly Wholesalers’ gasoline tax report and pay- 
report and payment due. ment due. 















FEDERAL TAX CALENDAR 


October 10—— Due date, by general extension, of non- 
Employers who withheld more than $100 taxable returns for fiscal year ending 
in income tax from wages during the May 31, in the case of fiduciaries for 
previous month pay amounts withheld estates and trusts, but not returns of 
to authorized depositary. beneficiaries or other distributees of such 


estates or trusts. 
October 1 Monthly information return of stockhold- 
Return of stamp account by brokers, ers and of officers and directors of for- 
dealers in securities, etc., due for Sep- eign personal holding companies due 
tember. Form 828. for September. Form 957. 
















Due date, by general extension, of returns ; 
for year ending April 30 in the case Due date for delivery to local collector of 








of: (1) foreign partnerships; (2) for- internal revenue, by stamp depositaries 
eign corporations which maintain an of the United States, of requisitions for 
office or place of business in the United all stamps purchased during the preced- 
States; (3) domestic corporations which ing month, with statement showing 
transact their business and keep their stamps on hand at beginning and end of 


records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 


such month and stamps sold during that 
month. Payment also due for proceeds 
of sales of stamps sold during preceding 

















bs : — duck month. 

(5) American citizens residing or travel- 

ing abroad, including persons in the October 31 

military or naval service on duty out-- 

side the United States. Forms: (1), Returns for excise taxes due for Septem- 
Form 1065; (2)-(4), Forms 1120 and ber. Forms 726, 727, 728, 728 (a), 729, 
1121; (5), Form 1040. 932. 
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th string was reached, the merchant (em- 


p ver) had to let go. 


rhaps it has cost the employer some- 
th » to comply with the regulations regard- 
inc he deduction of the income taxes from 


his mployees’ salaries. The amount, what- 
eve it is, has swelled the total of the employ- 
ers business expense deduction on his own 
inc. ~e tax return; thus, the Treasury is pay- 
ing ome part of the cost. The system, how- 
eve has been a boon to the employee and 
to » Treasury. Had it not been for this 


the salaries of millions of workers 
wou | never have been taxed. There were 
mill: ns who had never filed an income tax 
retu'n before, and of whom the Bureau had 
no * cord at all. Also, had it not been for 
this »repayment of the tax, million of small 
taxp.yers would have found themselves, at 
the cnd of the year, in debt to their govern- 
ment and without funds to settle the debt. 


So much for the federal picture. The 
businessmen of the United States are now 
fairly well orientated in the practice of com- 
plying with the federal law, and this burden, 
light or heavy, however you may term it, 
may be increased by certain of the states 
and cities. 


syst.m, 


The City of Philadelphia requires with- 
holding on the wages of all subject em- 
ployees, and also requires the employer to 
make monthly reports. Toledo, Ohio, like- 
wise requires withholding of the city’s in- 
come tax from the wages of all subject 
employees. There, the employer must file 


quarterly reports. 


FRENCH TAX ON ILLEGAL PROFITS 


WASHINGTON TAX TALK—Continued from page 772 | 


Minneapolis planned to have an income 
tax in 1948 and the legislature passed enabl- 
ing legislation, but the voters of the city 
recently rejected the tax. An income tax 
ordinance of the City of St. Louis which 
contained withholding provisions has but 
lately been declared unconstitutional by the 
Missouri Supreme Court. 


The income tax laws of Arkansas and 
Louisiana empower the tax officials to re- 
quire withholding when it is deemed necessary. 


Employers in the State of Vermont must 
begin withholding in 1948 under the income 
tax act in that state. 


The table (p. 772) shows other states 
which use this method of collecting personal 
income taxes, and pertinent information. 


The pattern for these state and city laws 
and ordinances has been worked out by the 
federal government, and it is fairly simple 
for states and cities to adopt the definitions 
of the federal law. Pay periods, wages, em- 
ployees and employers are adequately and 
legally defined both by law and by the 
Commissioner’s regulations. But the d'ffi- 
culty, from the standpoint of the employer, 
lies in compliance. Each new law requires 
more forms and more bookkeeping and 
more due dates to be kept in mind. 


In eighty-five years since 1862, the 1948 
withholding model has become super de 
luxe. If city and state governments are 
going to overload it with extras, the poor 
employer will find the price considerably 
above the one quoted at the factory. 


[The End] 


oa 


During the month of April the tax on illegal profits yielded 
1,956,008,090 francs. This figure can be broken down as follows: 


Confiscations 
Fines 


Currency Manipulations . 


... 1,666,226,160 francs 


791,933,173 francs 
97,848,757 francs 
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You can always find that important article you 
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